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ACO Wace PAYROLL BENEFITS. 
NONE OF THE PAYROLL HEADACHES. 


A steady year-round revenue stream. Improved client loyaity. A bigger client 
base. myPay Solutions gives you all that and more—without the liability and 

complexity of actually processing payroll. There’s no easier way to get up and 
running quickly and start reaping the benefits of payroll, with features like: 


* Top-quality, comprehensive payroll services from a trusted strategic partner. 
* A dedicated specialist who will work with you and your clients on every payroll. 
* Respect for your client relationships—we understand that the client is your client. 


* Complimentary journal entries that flow directly into Accounting CS™, 
Write-Up CS®, QuickBooks®, and client payroll reports. 


* An ongoing revenue share of every payroll processed. 


Explore the possibilities for growing your existing payroll business or starting 


a new one at CS.ThomsonReuters.com/myPaySolutions. 
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profession and ahead of the curve. It’s no wonder Becker currently 
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98 of the top 100 accounting firms in the US. So go with the leader. 
Go with Becker. And strengthen your leaders of tomorrow. 
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Income protection in 
the wake of a disability 


Financial security when you can no longer work 


What would happen to your finances if 
you were disabled and couldn’t work? 


Coverage endorsed by the AICPA 
Disabilities can strike without warning, 
affecting your health and your ability 

to provide for yourself and your family. 
Without an income, that could be nearly 
impossible for you to handle. 


There is a way you can help protect 
your future. It’s called the AICPA 
Long Term Disability Income Plan. 
This insurance coverage, issued by 
The Prudential Insurance Company 
of America (Prudential), is endorsed 
by the AICPA and can be an important 
component of your financial plan. And 
the Plan now has a new Total and Partial 
Disability option that pays benefits for 
partial disabilities! With this new plan 
option you have greater flexibility to 
choose the level of coverage that suits 
your particular circumstances. 





The AICPA Long Term Disability Income Plan 







Even if you already have LTD coverage 
through your employer, this Plan can 
provide additional protection and 
alleviate some of the worry, should 
you become disabled. 


Your benefit can be used to help pay 
for daily expenses, additional medical 
treatment, co-pays—whatever you need. 


The opportunity for 

cash refunds 

Plan participants may be eligible to 
receive a cash refund. The cash refund 
is paid out of premium refunds received 
by the Trust from Prudential. Although 
not guaranteed, cash refunds have been 
paid yearly since 1984 and can make 
coverage even more affordable. 


Don’t let a disability catch 
you unprepared—apply for 
LTD coverage today at 


www.cpai.com/Itd. 


Use your Smartphone to scan this barcode. It will take you 
directly to AICPA’s LTD web page, where you can click on the 
“Apply Now” link and request coverage, or simply find out more 
about the Plan and the new Total and Partial Disability Option. 
Requesting coverage online is quick and secure. 


Plan Features include: 


™ Monthly coverage amounts 
up to $12,000 


B® A “your occupation” definition 
of total disability, so you are not 
forced into another field of work 


™@ Exclusive rates available only to 
AICPA and State Society members 


™@ Opportunity for cash refunds 


® “Portable” coverage that goes 
with you, even if you change jobs. 


CO) ro:a and Partial Disability Option! 


Questions? 
Please call: 1-800-223-7473. 








Our online calculator can help 
you determine how much 
coverage you may require. 


Visit: www.cpai.com/Itdtools. 








Not an AICPA member, but want to 
take advantage of all of the benefits 
membership offers? 


Visit www.aicpa.org for membership 
information today. 





This policy provides disability income insurance only. It does NOT provide basic hospital, basic medical or major medical insurance as defined by the New York State Insurance 
Department. North Carolina Residents: THIS IS NOT A MEDICARE SUPPLEMENT PLAN. If you are eligible for Medicare, review the Guide to Health Insurance for 
People with Medicare, which is available from the company. AICPALTD Plan coverage is issued by The Prudential Insurance Company of America, 751 Broad Street, Newark, 
NJ, 07102-3777. Contract Series 83500. The coverage contains exclusions, limitations, reductions of benefits and terms for keeping them in force. Aon Insurance Services is a 
division of Affinity Insurance Services, Inc.; inCA, MN, & OK, (CA License #0795465) Aon Insurance Services, Aon Insurance Agency, Inc.; and in NY, AIS Affinity Insurance Agency. 
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How to Open New Doors by Closing 
Your Office 





by Jeff Drew 

As flexible work arrangements become more common and more employees work 
from home, some accounting firms are moving out of their brick-and-mortar offices 
into the virtual world. It’s a move than can save tens of thousands of dollars a year 
on rent and produce a number of other benefits, but firms must determine if it’s the 
right fit for them. 

® For all CPAs in leadership positions with firms or other organizations 
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by Sally P. Schreiber, J.D. 
The rise in telecommuting also means practitioners will increasingly be called upon 


to help clients comply with the complex rules for claiming a home office deduction. 


A new safe harbor may make that easier. 
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PFP Q&A: Planning for Change 

by Chris Baysden 

What impact are tax law changes having 
on financial planning? Why might the 
retirement of the Baby Boomer 
generation lead to firm consolidation? 
How will the rollout of new standards 
affect personal financial planners? 
Experts answer these and other 
important questions. 

> For CPAs who advise individual clients in tax, re- 


tirement, estate, risk management, and investment 
planning 
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Managing Change, People, and 
Transparency: An Interview With 
Former FASB Chairman Robert Herz 
by Ken Tysiac 
Robert Herz, CPA, has published a 
memoir describing his experiences as 
FASB’s chairman during a time when the 
financial crisis and convergence move- 
ment gripped the accounting world. In 
this QGA, read about Herz’s views on 
change management, leadership, conver- 
ence, and complexity. 
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Credentials Taval Around the World 
by Sabine Vollmer 

CPA credentials are fairly mobile across 
U.S. state lines, and CPAs interested in 
working outside the United States will 
find the path to six countries open and 
hassle-free. 

> For all CPAs © 
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by Amanda M. Grossman, CPA, Ph.D., and 
Holly R. Rudolph, CPA, DBA 

This chart is a quick guide to the re- 
quirements for U.S. CPAs to work 
in the six countries in which the 
United States has mutual recogni- 
tion agreements. 
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by Joel Sinkin and Terrence Putney, CPA 
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remaking the landscape for CPA firm suc- 
cession plans. What has changed, and 
why do CPAs need to understand the 
M&A market before setting their succes- 
sion strategy? Find out in the first install- 
ment of our series, “CPA Firm Succession: 
Solidifying the Future.” 

> For CPAs in public practice 
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tax and accounting journals of interest 
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focuses on academic research in taxa- 
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The CIPM program offers a powerful set of 
practice-based tools and techniques for 
advanced investment evaluation, manager 
sppraisal and selection, reporting investment 
results, and risk management. 


carning the designation gives you skills 
(Oo make smarter, more effective 
nvestment decisions. 
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Cash Flow Insight™ | for the achiever in you’ 
Introducing Cash Flow Insight powered by PNC CFO — a suite of user-friendly 


online tools that can help you understand and project your firm’s cash flow, PNC CFO 


50 you can turn insight into action. Try it at no cost today* Call the Cash Flow Insight 
Center at 855-762-2361, stop by any PNC branch or go to pne.com/cashflowinsight Cash Flow Options 








*Offer requires a PNC Business Checking account and enrollment in PNC Online Banking, Offer valid during your current statement cycle period and two additional statement cycles, 
which constitutes your free trial period. One free trial period per customer, based on the enrollment date of the first account you enroll in Cash Flow Insight. Your free trial period for all 
accounts in Cash Flow Insight ends at the same time. At the end of your free trial, you will remain enrolled in Cash Flow Insight and be charged a fee of $10/month. If you do not want 
to continue with Cash Flow Insight, you may opt out of the service on your Preferences page within Cash Flow Insight. Beyond the trial period, certain account types have Cash Flow 
Insight for no additional monthly fee, including Business Enterprise Checking, Industry Solutions Checking and Retail Businesses Checking. Cash Flow Insight and CFO: Cash Flow 
Options are service marks of The PNC Financial Services Group, Inc. ©2013 The PNC Financial Services Group, Inc. All rights reserved. PNC Bank, National Association. Member FDIC 
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FINANCIAL REPORTING 


FASB Changes 


Leadership, 
Not Direction 


New board chairman to focus on convergence 
projects and private companies. 


by Ken Tysiac 


ussell Golden, whose technical expertise as a FASB staff member 
led him to a spot on the standard-setting board in 2010, was sched- 
uled to succeed Leslie Seidman as FASB’s chairman on July 1. 


Golden said the board’s immediate priori- 
ties include completing international con- 
vergence projects and ensuring that ac- 
counting standards for private companies 
are relevant. Upon being named as the next 
chairman, he discussed several important is- 
sues during a conference call with reporters. 

Here are some of his comments: 

On priorities: “The initial priorities will be 
the completion of the four MoU [memoran- 
dum of understanding] projects [and] fo- 
cusing on improving accounting for private 
companies. There will also be ... a survey 
[conducted in May] that will be produced by 
the Financial Accounting Standards Adviso- 
ry Council, or FASAC, which is an important 
survey to gather information about potential 
agenda items for the FASB. So following the 
results of that survey, I would want to con- 
sult with stakeholders, consult with senior 
staff, and consult with members of the board 
to develop the priorities following the com- 
pletion of the MoU projects.” 

On the new Private Company Council 
(PCC): “I believe the PCC is off and running 


and has been doing an absolutely fantastic 
job. The members of the PCC and the chair- 
man [Billy Atkinson] are extremely com- 
mitted to working through, with the board, 
improvements to private company ac- 
counting standards, and I believe that will 
be a great step forward to produce more rel- 
evant and more cost-efficient standards for 
the private company community.” 

On the disclosure framework project, 
which aims to have financial statements re- 
flect only relevant information and reduce 
clutter: “I think the disclosure framework is 
a very important project to both improve 
transparency to investors and to reduce the 
cost to investors as well as to preparers. I’m 
very pleased the project is moving along, 
and I hope to treat that with my fellow board 
members as a priority to finish in the com- 
ing months an exposure document.” 

On future work with the International 
Accounting Standards Board (IASB): 
“We've been working quite extensively re- 
cently on the four MoU projects, which are 
Accounting for Financial Instruments—Clas- 








Russell Golden 


sification and Measurement, Accounting for 
Financial Instruments—[Credit] Impairment; 
Revenue Recognition; Leases; and Insurance. 

“We are close to issuing a very important, 
converged solution on revenue recognition, 
which I have been working on for a num- 
ber of years and I believe will be a good suc- 
cess, and will improve financial reporting for 
companies across the world. 

“[After] the MoU projects, the primary 
way in which we will continue to work with 
the IASB is providing advice as part of the 
Accounting Standards Advisory Forum, 
[and] working with them on the imple- 
mentation efforts of ... these very important, 
large projects, with the goal that we can ed- 
ucate our constituents, we can help them 
make the interpretation, and, most impor- 
tantly, we can continue to sustain a con- 
verged conclusion.” . 

On the chances for a converged solution 
on the Accounting for Financial Instru- 
ments—Credit Impairment project: “As 
you know, that project is out for proposal, 
and we, jointly with the IASB, plan to hold 
a number of field visits, a number of other 
workshops and tools to gain input from our 
stakeholders across the globe, and I’m com- 
mitted to working through these issues to 
arrive at a converged, improved solution.” # 


Ken Tysiac is a JofA senior editor. To comment 
on this article or to suggest an idea for another 
article, contact him at ktysiac@aicpa.org or 
919-402-2112. 
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AUDITING 

@ The European Union teok a step toward 
requiring mandatory audit firm rotation 
when the European Parliament's Legal Af- 
fairs Committee voted 15-10 in favor of a 
draft law that would require public-inter- 
est entities such as banks, insurance firms, 
and listed companies to rotate audit firms 
every 14 years. 

That period could be extended to 25 
years when certain safeguards are put into 
place. 

The vote resulted in a toned-down ver- 
sion of reforms previously proposed by the 
European Commission, which called for 
mandatory rotation every six years. A ma- 
jority on the Legal Affairs Committee 
judged that period to be a costly and un- 
welcome intervention in the audit market, 
according to a committee news release. 

The proposal still has to go through sev- 
eral steps before it becomes law, beginning 
with negotiations with the European 
Council. Sajjad Karim, a European Parlia- 
ment member from the United Kingdom 
who drafted the reforms, said during a news 
conference that he hopes a final vote in Par- 
liament will take place before the end of the 
year. 

The full story on the proposal is avail- 

able at tinyurl.com/bsbhs6q. 
Mi The PCAOB reproposed an auditing 
standard and amendments designed to im- 
prove the quality of auditing of related-party 
transactions and significant unusual trans- 
actions. 

The reproposed standard is designed to 
increase the auditor's focus on the evalua- 
tion of how a company identifies, accounts 
for, and discloses its relationships and trans- 
actions with related parties. 

The reproposed amendments, mean- 
while, are intended to help the auditor iden- 
tify and evaluate a company’s significant 
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@ The Private Company Council (PCC) made progress toward creating 
its first GAAP exceptions and modifications for private companies. 

PCC members voted to issue an exposure draft seeking public comment on pro- 
posed alternatives to GAAP designed to improve financial reporting for private com- 
panies. A simple majority of FASB members must endorse the ED before the 
proposal is issued for public comment. 

The PCC tentatively decided to: 

m Relieve private companies from separately recognizing certain intangible as- 

sets acquired in a business combination. 

@ Allow private companies to amortize goodwill and use a simplified good- 
will impairment model. 

i Allow two simpler approaches to accounting for certain types of interest rate 
swaps when a private company intends to economically convert the inter- 
est rate on its debt. 

“The PCC took action on issues of critical importance to private companies, 
representing an important milestone in our joint efforts with the FASB to improve 
financial reporting in the areas of intangible assets, goodwill, and interest rate 
swaps,” PCC Chairman Billy Atkinson said in a news release. “The robust discus- 
sion and collaboration between the PCC and the FASB made this first step toward 
improvement possible.” 

Formed last year by the Financial Accounting Foundation, FASB’s parent or- 
ganization, the PCC has been charged with voting on GAAP exceptions for pri- 
vate companies. 

Following the public comment period, the PCC will redeliberate the proposed 
exceptions and modifications and forward them to FASB. If FASB gives its final 
endorsement, the alternatives for private companies will be incorporated into GAAP. 


unusual transactions. In addition, the re- 
proposed amendments would require the 
auditor to perform new procedures as part 
of the process to assess the risk of material 
misstatement in financial statements. 

These procedures would give the audi- 
tor an understanding of a company’s fi- 
nancial relationships and transactions with 
executive officers, the PCAOB said. But the 
auditor would not be required to make any 
determination or recommendation regard- 
ing how reasonable the compensation 
arrangements are. 

Commenters generally supported the 
previous proposal, which the PCAOB re- 
leased on Feb. 28, 2012, according to 


PCAOB Deputy Chief Auditor Greg Scates. 

But commenters also offered suggestions for 

improvements and adjustments, which are 

included in the new proposal, Scates said. 

Several changes in the new proposal, 

available at tinyurl.com/bqz5sof, include: 

@ Clarifying the relationship of the pro- 

posal with the PCAOB’s existing risk 
assessment standards. 

= A requirement to evaluate whether 

the company has properly identified 

its related parties and its relationships 

and transactions with related parties. 

@ Removing the requirement that 

each related-party transaction previ- 


ously undisclosed to the auditor by % 
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management be treated as a signifi- 
cant risk. 

The PCAOB’s existing standard, AU Sec- 
tion 334, Related Parties, would be super- 
seded by the reproposed standard. The 
reproposed amendments would amend 
other auditing standards, including AU Sec- 
tion 316, Consideration of Fraud in a Finan- 
cial Statement Audit, and Auditing Standard 
No. 12, Identifying and Assessing Risks of Ma- 
terial Misstatement. 

Comments are due July 8. 

M@ The AICPA Auditing Standards Board 
(ASB) has exposed a new, clarified standard 
that applies to use of the work of internal 
auditors. 

With the issuance of the Proposed State- 
ment on Auditing Standards (SAS), Using 
the Work of Internal Auditors, the ASB has 
completed the clarity project redrafting of 
its last unclarified AU section in the AICPA 
Professional Standards. 

The proposed SAS would supersede AU 
Section 322 and AU-C Section 610, The Au- 
ditor’s Consideration of the Internal Audit 
Function in an Audit of Financial Statements. 

Amendments include _ significant 
changes to AU-C Section 315, Understand- 
ing the Entity and Its Environment and As- 
sessing the Risks of Material Misstatement. An 
explanatory memorandum describing the 
most significant changes to the SAS is pro- 
vided in the exposure draft. 

The proposal is available at tinyurl.com/ 
csokkQu. Comments are sought by July 15 
and should be addressed to Sherry Hazel 
at shazel@aicpa.org. 

Readers are specifically asked: 

lm To respond to the proposed require- 

ments and application guidance re- 
lating to using internal auditors in a 
direct assistance capacity. 

m@ Whether the changes from the re- 
quirements and guidance included 
in International Standard on Audit- 
ing No. 610 (Revised 2013), Using 
the Work of Internal Auditors, are ap- 
propriate. 

@ Independent auditors sometimes find 
themselves in conflict with regulator-pre- 
scribed forms. 

In an emerging issue for auditors, some 
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of them have found that the reports they are 
required to submit to state regulators do not 
contain the specific elements and wording 
of generally accepted auditing standards 
(GAAS) that state accountancy laws require 
auditors to follow. 

The AICPA’s website is providing re- 
sources (visit tinyurl.com/cku4efx) to help 
auditors find solutions to this issue. Many 
state regulators require that auditors provide 
an opinion on financial information to a reg- 
ulator, often by means of an auditor's report 
on forms prescribed by the regulator. 

If the minimum required reporting ele- 
ments and wording are not contained in the 
prescribed form, the auditor is required by 
GAAS to reword the prescribed form of the 
report or attach an appropriately worded 
separate report. 

This issue first surfaced in New York 
with a form required by the New York City 
Tax Commission. The technical teams of the 
New York State Society of CPAs and the 
AICPA crafted a solution that allows audi- 
tors to meet the AICPA Auditing Standards 
Board's new standards without requiring the 
city of New York to issue a new form. 

This was accomplished when the com- 
mission agreed to accept either footnotes to 
the city’s form or a separate report attached 
to the form. Members who encounter this 
problem are encouraged to contact the 
AICPA or their state societies for assistance. 

Contact Ahava Goldman, AICPA senior 

technical manager (agoldman@aicpa.org 
or 212-596-6056), with questions. 
@ Recently implemented federal rules on 
disclosure of conflict minerals have man- 
dated new audit requirements for some U.S. 
issuers. 

The AICPA Conflict Minerals Resources 
webpage (tinyurl.com/cdgwk9p) provides 
background and other useful information 
about the use of conflict minerals, which are 
gold, tantalum, tin, and tungsten. 

In addition, new Questions and Answers 
(available at tinyurl.com/c8n9plt) have been 
issued to provide nonauthoritative guidance 
and describe the key similarities and dif- 
ferences between the two services—an ex- 
amination attestation engagement and a 
performance audit—that can fulfill the 





SEC’s mandate of an independent audit of 
the conflict minerals report. 

The mandated conflict minerals disclo- 
sure rules are among the provisions of the 
Dodd-Frank Wall Street Reform and Con- 
sumer Protection Act, PL. 111-203. The 
SEC's final rule, adopted in August 2012, 
requires issuers who use those minerals in 
their manufacturing processes and supply 
chain—and have determined that those 
minerals originated in the Democratic Re- 
public of the Congo or its neighboring 
countries—to file a Conflict Minerals Re- 
port with the SEC and publish the report 
on the issuer’s website. 

The report must be independently au- 
dited in accordance with U.S. Government 
Auditing Standards (The Yellow Book) and 
can consist of either an examination attes- 
tation engagement or a performance audit. 
@ A new Statement of Position (SOP) re- 
leased under the authority of the ASB es- 
tablishes guidance for attest engagements 
on entities’ greenhouse gas emissions state- 
ments. 

SOP 13-1, Attest Engagements on Green- 
house Gas Emissions Information, supersedes 
SOP 03-02, which had the same title. The 
SOP guides practitioners performing an ex- 
amination or a review of a greenhouse gas 
emissions statement containing either a 
schedule with the subject matter or an as- 
sertion relating to information about an en- 
tity’s greenhouse gas emissions. 

The SOP also provides guidance on the 
application of AT Section 101, Attest En- 
gagements, to greenhouse gas emissions at- 
test engagements. SOP 13-1, available at 
tinyurl.com/cyy3t7a, takes effect for reports 
on greenhouse gas emissions information 
issued on or after Sept. 15. Early imple- 
mentation is permitted. 


FINANCIAL REPORTING 
@ Stakeholders have expressed concerns to 
FASB that certain disclosure requirements 
for nonpublic employee benefit plans 
would reveal sensitive proprietary infor- 
mation of private companies. 

FASB is addressing that concern by pro- 
posing an indefinite deferral of the effective 
date for certain disclosures about invest- 
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ments held by a nonpublic employee ben- 
efit plan in the plan sponsor's own equity 
securities. — 

Comments were due May 31 on Pro- 
posed Accounting Standards Update 
(ASU), Fair Value Measurement (Topic 820): 
Deferral of the Effective Date of Certain Dis- 
closures for Nonpublic Employee Benefit Plans 
in Update No. 2011-04. The proposal is 
available at tinyurl.com/d7k80wn. 

Stakeholders have been concerned that 
proprietary information about private 
companies would be divulged through the 
dissemination of their employee benefit 
plans’ financial statements on the plan reg- 
ulator’s website. 

The deferral is proposed to allow time 

for regulators and stakeholders to discuss 
the specific quantitative disclosures and 
their potential effect on the plan sponsor as 
a result of making that information public. 
The proposed deferral would be effective 
when the final ASU is issued. At press time, 
the ASU was expected to be released in 
June. 
@ A new FASB standard provides guidance 
for organizations on when and how to pre- 
pare financial statements using the liqui- 
dation basis of accounting. 

ASU 2013-07, Presentation of Financial 
Statements (Topic 205): Liquidation Basis of 
Accounting, describes how financial state- 
ments must be prepared by a company that 
is converting its assets to cash or other as- 
sets, and is settling its obligations with cred- 
itors with the intent of ceasing its activities. 
The ASU is available at tinyurl.com/ 
ckl8wpp. 

In these circumstances, financial state- 
ments must be prepared using a basis of ac- 
counting that helps financial statement 
users understand how much the organiza- 
tion will have available to distribute to in- 
vestors after disposing of its assets and 
settling its obligations. 

Leslie Seidman, who was FASB’s chair- 
man when the standard was issued, said in 
a news release that the standard will reduce 
diversity in practice and addresses the con- 
cerns of stakeholders who had asked for 
guidance from FASB. 

Organizations will be required under the 
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new standard to use the liquidation basis for 
preparing financial statements when liqui- 
dation is “imminent.” 

When liquidation was specified in an or- 
ganization’s governing documents at in- 
ception (as in a limited-life entity), the 
liquidation basis should be used only if the 
liquidation plan differs from the original 
terms. 

The standard applies to public and pri- 

vate companies as well as not-for-profit or- 
ganizations. The ASU takes effect for interim 
and annual reporting periods beginning 
after Dec. 15, 2013, and early adoption is 
permitted. 
@ GASB approved a new standard designed 
to help state and local governments report 
on nonexchange financial guarantees they 
have offered, and to help governments 
properly report on guarantees they have re- 
ceived on their obligations. 

GASB Statement No. 70, Accounting and 
Financial Reporting for Nonexchange Finan- 
cial Guarantees, spells out the provisions. A 
nonexchange financial guarantee is a cred- 
it enhancement or assurance a guarantor of- 
fers without receiving value in exchange 
that is equal or approximately equal. 

The guarantor agrees to pay an obliga- 
tion holder if the issuer of the obligation is 
unable to pay the obligation holder, as re- 
quired. Examples of nonexchange financial 
guarantees include guarantees by a state for 
bonds issued by local governments within 
that state, and guarantees of mortgage loans 
to individuals, if equal or approximately 
equal value is not received in exchange. 

A state or local government guarantor 
will be required to recognize a liability on 
its financial statement when it is more like- 
ly than not that the guarantor will be re- 
quired to make a payment to the obligation 
holder under the agreement. 

The standard took effect for reporting 
periods beginning after June 15, 2013, and 
is available at tinyurl.com/c47lpwa. 


INTERNATIONAL 

@ The International Accounting Standards 
Board (IASB) proposed an interim standard 
that would allow entities to preserve their 
existing accounting policies for rate-regu- 


lated activities—with some modifications to 
enhance comparability—while the board 
considers whether it should develop spe- 
cific guidance. 

Feedback from the IASB’s agenda con- 
sultation led the board to launch a project 
to consider whether it should develop spe- 
cific guidance for rate-regulated activities. 
The board also is trying to determine what 
information financial statement users 
would need about the consequences of rate 
regulation if specific guidance is developed. 

Industry sectors such as transportation 
and utilities are subject to rate regulation in 
many jurisdictions, and rate regulation can 
significantly affect the timing and amount 
of an entity's revenue. But existing IFRS 
does not provide specific guidance for rate- 
regulated activities. 

The exposure draft for the proposed in- 
terim standard, Regulatory Deferral Accounts, 
seeks comments by Sept. 4 and is available 


at tinyurl.com/barhrg3. 


PERSONAL FINANCIAL PLANNING 

@ Problems created by financial stress aren't 
limited to people’s pocketbooks. A new sur- 
vey found that money-related stress is also 
taking a toll on Americans’ waistlines, 
friendships, and sleep habits. 

The telephone survey, conducted 
March 14-17, asked 1,011 U.S. adults to 
name all the ways financial stress is affect- 
ing their lives. Of those who rate their fi- 
nancial stress “very” or “somewhat high,” 
almost half, or +7%, said they are sleeping 
less. Another 43% said they have less pa- 
tience with friends or are seeing them less 
often, while 31% are eating more junk food 
or gaining weight. 

The survey also found that about one- 
fifth of respondents (21%) who rate their 
financial stress as at least “somewhat high” 
are arguing more with their spouse or sig- 
nificant other. And about one-sixth (17%) 
said they are getting sick more often, ac- 
cording to the survey results. 

Harris Interactive conducted the survey 
for the AICPA in recognition of National Fi- 
nancial Capability Month, which is ob- 
served in April. 

While the economy has improved since 
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the darkest days of the Great Recession, an 
increase in payroll taxes that kicked in at 
the start of the year intensified financial 
concerns for many Americans. The in- 
crease effectively cut take-home pay for 
most workers by 2% and prompted more 
than two-thirds (68%) of those employed 
to cut spending, reduce savings, or make 
other sacrifices, according to a news release 
about the survey that was issued by the 
AICPA. 


PROFESSIONAL ISSUES 
@ Baker Tilly Virchow Krause LLP, one of 
the 20 largest U.S. accounting firms, merged 
with Holtz Rubenstein Reminick LLP in a 
deal that gives Chicago-based Baker Tilly a 
significant foothold in New York City. 
The merger closed June 1. It creates a 
firm with more than 1,600 professionals 
and $300 million in annual revenue, said 
Timothy L. Christen, CPA, chairman and 
CEO of Baker Tilly, in a news release. Holtz 
Rubenstein Reminick, with 145 profes- 
sionals at offices in Manhattan and on Long 
Island, as of June 30, 2012, was ranked 
24th on Crain’s latest annual list of the 
largest New York accounting firms. 
“We've been looking for the right merg- 
er partner in New York, and we found that 
partner in Holtz Rubenstein Reminick,” said 
Christen, who will lead the combined firm. 
“They have a strong reputation, considerable 
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technical excellence, and a record of success.” 

The combined firm is based in Chicago 
under the name Baker Tilly Virchow Krause 
LLP and two Holtz Rubenstein Reminick 
representatives are joining the board. Holtz 
Rubenstein Reminick’s managing partner, 
Barry Garfield, CPA, will head Baker Tilly's 
New York operations. Baker Tilly currently 
has a small New York office. 

Baker Tilly is hoping to use its expand- 
ed New York base as a platform to help the 
firm expand further on the East Coast, 
specifically in the mid-Atlantic area between 
New York and Washington, where the firm 
has a significant presence. “With anchor of- 
fices in D.C. and New York, the merger will 
allow us to better serve existing clients and 
pursue strategic growth opportunities in the 
highly active corridor that connects our na- 
tion’s capital with the largest commercial 
market in the United States,” said Baker 
Tilly’s executive managing partner, Ed Off- 
terdinger, CPA, who will lead efforts to in- 
tegrate the firms. 

The deal is the latest in a series of merg- 
ers involving top 20 accounting firms (see 
accompanying chart). 


DRAFTS OUTSTANDING 
@ FASAB 

Proposed Statement of Federal Financial 
Accounting Standards, Reporting Entity. 
Comment deadline: July 3. ED available at 


Baker Tilly Virchow Krause LLP, 


Holtz Rubenstein Reminick LLP 


October 2012 
July 2012 
January 2012 
April 2011 


* At time of merger announcement 


Sources: News releases. 
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tinyurl.com/cx4.qzrx. 
@ FASB 

Proposed Accounting Standards Up- 
date, Technical Corrections and Improve- 
ments Related to Glossary Terms. Comment 
deadline: Aug. 5. ED available at tinyurl.com/ 
qxr7f2j. 

Proposed Accounting Standards Update, 
Presentation of Financial Statements (Topic 


205): Reporting Discontinued Operations. . 


Comment deadline: Aug. 30. ED available 
at tinyurl.com/cmpwvbz. 

Proposed Accounting Standards Update 
(Revised), Leases (Topic 842) (a revision of 
the 2010 proposed FASB Accounting Stan- 
dards Update, Leases (Topic 840)). Com- 
ment deadline: Sept. 13. ED available at 
tinyurl.com/Idedjoo. 

@ IFAC 

Conceptual Framework for General Pur- 
pose Financial Reporting by Public Sector En- 
tities: Presentation in General Purpose 
Financial Reports. Comment deadline: Aug. 
15. ED available at tinyurl.com/bsumo9j. 
@ ASB (AICPA) 

Proposed Statement on Auditing Stan- 
dards, Using the Work of Internal Auditors. 
Comment deadline: July 15. ED available 
at tinyurl.com/csokk9u. 

@ PEEC (AICPA) 

Proposed Revised AICPA Code of Profes- 

sional Conduct. Comment deadline: Aug. 15. 


o 


ED available at tinyurl.com/cmik8ws. 
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Is This Client the Right Fit for Your 
Firm? 


by Deborah K. Rood, CPA 


A contentious divorce. Clients who want to file delinquent tax 
returns. The new client who represented himself as an 
upstanding businessman but has been indicted—for the third 
time. 

After malpractice claims are resolved, CPAs often say, “I 
never should have taken this client.” But there is a way to help 
prevent this type of regret. 

By establishing sound client acceptance procedures, CPAs 
-often can identify problem clients before they cause trouble. 
That helps firms of all sizes better manage potential 
professional liability risks. A disciplined approach to client 
acceptance also contributes to a firm’s sustainable growth and 
long-term profitability. 


BASIC STEPS FOR ALL CLIENTS AND 
ENGAGEMENTS 


Practitioners should exercise due diligence in accepting all 
clients and engagements. Basic steps include: 
@ Evaluate prospective client integrity. 

® Personally meet with prospective clients (senior 
management, owners, and/or directors for business 
clients). 

e Ask for and follow up with references, including 
attorneys, bankers, other business consultants, and 
major vendors or customers. Verify that relationships 
were not terminated due to disagreements regarding 
business operations or outstanding invoices. 

» For key executives of business clients (especially those 
not known by the CPA firm), ask for and follow up 
with personal references, including previous 
employers and business associates. 

» Consider obtaining a credit history for individual tax 
and financial planning clients. 

» If the prospective client is changing CPA firms, request 
permission to contact the predecessor firm to 
investigate issues such as the client’s consideration of 
advice provided, integrity, ethics, reasonableness of 
expectations, experience and qualifications of the staff, 





and business policies and procedures including 
cooperation, timing of the engagement, and whether 
the client pays bills on time. The previous CPA firm 
can provide only limited information unless it obtains 
an Internal Revenue Code Sec. 7216 disclosure 
statement from the client. Even so, the prospective 
client’s reaction to this request (and the response of the 
predecessor firm) may be indicative of the client’s 
relationship with professional service providers. 

e Determine how the prospective client found the CPA 
firm. A referral from a long-term client may require a 
different degree of professional skepticism than 
someone who found the firm over the internet. 

= Perform engagements with professional competence. 

Before agreeing to propose on or accept an engagement, 

consider whether the requested service can be 

competently provided in accordance with applicable 
professional standards. This includes considering 
whether: 

e The service is within the experience and expertise of 
the CPA firm; 

» The engagement is consistent with the CPA firm’s 
vision or business plan; 

® The service requires specialized skills or industry 
expertise; 

® The CPA firm’s resources, including personnel, are 
sufficient to meet the needs of the engagement (e.g., 
timing, report delivery date, etc.); and 

e The services requested pose independence or conflict- 
of-interest issues, such as those covered in the AICPA 
Code of Professional Conduct (including ET Section 100- 
1, along with Rules 101, Independence, and 102, 
Integrity and Objectivity). For instance, fees from a 
prospective client that would represent a significant 
percentage of overall firm revenue could be perceived 
as a threat to independence. Additionally, 
Interpretation 101-3, Performance of Nonattest Services, 
is particularly relevant when both attest and nonattest 
services may be performed. 

® Consider risks related to the particular engagement. 

This is a broad and imprecise activity and requires the 

attention of an experienced member of the CPA firm. It 

may include the evaluation of factors relevant to a specific 
eee and prospective client, such as: 

» The company’s financial condition/status; 

» The company’s current and future economic and 
regulatory environment, 

» The business acumen of company management; 

® Turmover in company management and staff; 

® The intended use of the CPA firm’s work product; 

* The company’s proclivity to litigate as a means of 
resolving disputes; and 
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PROFESSIONAL LIABILITY SPOTLIGHT 


» Additional criteria that should be developed related to 
the profitability and realization for the engagement. 


HIGHER-RISK ENGAGEMENTS 


Going beyond the basic steps described above may be 
warranted based on the results of performing these steps and 
other relevant factors pertaining to the type of client, service 
requested, and other identified risks. 

For higher-risk engagements, consider: 

@ Performing a background check on key members of the 
company’s 
management. This 
might include a 
survey of bankruptcy 
proceedings, 
judgments, tax liens, 
credit records, 
regulatory and licensing actions, and civil and criminal 
records; and verification of prior employment history, 
credentials, and current and past business ownership. 

@ A review of the entity’s public records, including financial 
ratings, for an audit or attest engagement; 

™ Interviews of selected employees performing tax and 
accounting functions to assess their perception of the 
company’s control environment and the entity’s 
recordkeeping practices; 

wi A detailed review of previous financial statements, 
including the reasons for any delays in issuance or 
restatements; 

™ For prospective clients that are publicly held, have 
expanded rapidly, or are in rapidly changing or regulated 
industries, their history of changes in CPA firms. 
Depending on the results of this investigation, consider 
contacting more than one predecessor firm for additional 
information. 

m A detailed review of previous tax returns, recent tax 
return audit results, and other pending tax issues. 


FORMALIZE THE PROCESS 

Firms should develop a new client acceptance checklist to 
document the decision-making process. The checklist should 
identify what the firm deems important and provide a written 
record of representations made by prospective clients and why 
the firm accepted them. 

Larger firms may want to establish a new client acceptance 
committee that includes senior members of management and 
the accounting department. The committee meets with the 
relationship partner to provide a more objective evaluation of 
prospective clients and has the authority to reject them on 
behalf of the CPA firm. 

Firms also should consider developing an ideal client 
prototype. The prototype can be compared to the prospective 


An engagement letter should be sent to 
each new client. No services should 
begin until the client has signed the 

engagement letter. 


client to determine whether it is a good fit for the firm. While 
few prospective clients may be “ideal,” deviations from the 
ideal should be documented and justified before the prospect is 
accepted. This process is especially important for prospective 
clients who present increased risks. 

Finally, when the decision is made to accept a new 
engagement, an engagement letter should be drafted and, for 
high-risk engagements, reviewed by the committee before it is 
sent to the client. No services should commence until the client 
has signed the engagement letter. “In three out of every five tax 
claims currently being 
litigated against CPAs,” said 
Alvin Fennell, vice 
president of underwriting at 
Aon Affinity, “the CPA firm’s 
failure to use an 
engagement letter was a 
contributing factor in the filing of the lawsuit. Getting into the 
practice of having an engagement letter signed beforehand is a 
good way to protect yourself.” 


CONTINUING CLIENTS 


A similar evaluation should be conducted annually with 
continuing clients. Even a great client should be reevaluated, 
especially when management or the financial environment 
changes or when services are requested in connection with a 
planned or prospective business transaction. 


IT’S GOOD BUSINESS 

Prudent risk management requires that a CPA firm know as 
much as possible about a prospective client before the 
engagement is accepted. Forgoing client acceptance procedures 
can lead to unwanted surprises, including staff frustration and 
write-offs of billable hours or unpaid fees as well as professional 
liability concerns. Performing this analysis before the prospective 
client is accepted allows the CPA firm to weigh the risks and 
rewards of the engagement. ~ 


Deborah K. Rood (deborah.rood@cna.com) is a risk control con- 
sulting director at CNA. 


Continental Casualty Co., one of the CNA insurance companies, is the underwriter 
of the AICPA Professional Liability Insurance Program. Aon Insurance Services, the 
National Program Administrator for the AICPA Professional Liability Program, is 
available at 800-221-3023 or visit cpal.com. 

This article provides information, rather than advice or opinion. It is accurate 
to the best of the author’s knowledge as of the article date. This article should not be 
viewed as a substitute for recommendations of a retained professional. Such 
consultation is recommended in applying this material in any particular factual 
situations. 

Examples are for illustrative purposes only and not intended to establish any 
standards of care, serve as legal advice, or acknowledge any given factual situation 
is covered under any CNA insurance policy. The relevant insurance policy provides 
actual terms, coverages, amounts, conditions, and exclusions for an insured. 
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V Create a team and a plan. In many 
cases, the CFO will oversee imple- 
mentation of the COSO framework in 
conjunction with the chief compliance 
officer and chief risk officer. Internal 
auditors can play a valuable support 
and evaluation role but will need to 
preserve their ability to be objective 
for future audits. The CEO, audit 
committee, and board of directors will 
need to be kept informed on objec- 
tives and progress. What are the time 
commitments required of parties in- 
volved, including external auditors? 
You need to have a plan. 


V Use a building-block approach. Use 
the five components of the framework 
(control environment, risk assessment, 
control activities, information and 
communication, and monitoring ac- 
tivities) to break the project into 
workable pieces. Then focus on mak- 
ing sure the principles in each compo- 
nent are all operating together as they 
should. As in the past, this requires a 
significant amount of judgment. 


V Build off what you’re currently doing. 


Companies that are well controlled can 
build on their internal control system 

already in place. Some may need to re- 
focus or refine control processes or just 
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Put COSO Update to Work 


Here is how organizations can implement the newly updated, 
principles-based internal control framework of the Committee 
of Sponsoring Organizations of the Treadway Commission 
(COSO),which was released May 14 (visit ic.COSO.Org). 
The original 1992 framework has been sharpened and 


refreshed to reflect the current business environment. 


update their documentation. Seventeen 
principles are specified across the five 
components of internal control in the 
updated framework and will guide 
you. Mapping the principles to your 
controls may be a helpful exercise. 


Pay attention to the points of focus. 
Each of the 17 principles is accompa- 
nied by points of focus to consider. Al- 
though some may not apply in all 
circumstances, they provide excellent 
insight as a guide to implementation 
and evaluation. 


V Use the Illustrative Tools and Inter- 
nal Control Over External Financial 
Reporting: A Compendium of Ap- 
proaches and Examples documents 
that accompany the framework. The 
examples in the Compendium should 
give great ideas in applying the 
framework to a specific situation. 
The Illustrative Tools document con- 
tains templates for evaluating and 
documenting effectiveness of inter- 
nal control. 


V Focus on the role of IT. Changes in 
technology were a driving force in the 
decision to update the framework. 
Consider how IT is being used, focus 
on recent developments such as cloud 
computing and social media, and take 
into account the implications technol- 
ogy has for internal control. 


YW Look for added value. Don't just ap- 
proach implementation as a necessity 
for compliance. Use this as an oppor- 
tunity to find ways to improve effec- 
tiveness and increase the efficiency of 
your control system. Set goals for 
what you want to achieve in imple- 
menting the framework beyond just 
compliance. 


Make the switch. COSO is not a 
standard setter and does not have 
power to require an organization to 
switch from the 1992 framework to 
the updated version. But after the 
transition period ends on Dec. 15, 
2014, COSO will consider the 1992 
framework to be superseded. Public 
companies will have difficulty ex- 
plaining why they are referencing the 
prior version once the transition peri- 
od ends. Meanwhile, during the tran- 
sition period, make sure you indicate 
which version of the framework you 
are referencing. 


Editor’s note: COSO is a joint initiative of 
five private-sector organizations, including 
the AICPA, which provides thought lead- 
ership on enterprise risk management, in- 
ternal control, and fraud deterrence. 

—By Doug Prawitt, CPA, Ph.D. (prawitt 
@byu.edu), a Brigham Young University 
accountancy professor and COSO board 
member, and Ken Tysiac (ktysiac 
@aicpa.org), a JofA senior editor. 
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REMEMBER THE FIRST TIME YOU WON AS A TEAM? It may have struck you while on a little league team 


or fundraising for band uniforms. But you learned at an early age — you accomplished much more as part of a team. 


With an AICPA membership, you are not alone. We're your team behind the scenes. We focus on keeping you 
informed of new regulations, advocating on important issues for the profession and making authoritative accounting 
resources available to you. It allows you to spend time with your clients discussing the big life moments that matter 


to them. 
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Five Skills That 


Distinguish Innovators 


tations push finance executives to be viewed as the voice of cau- 
tion, a skeptic, and the devil’s advocate in boardroom discussions. 
This role certainly has its place; however, elements of the 
way finance executives view their function can be adapted to 
better enable and accelerate growth. These elements include 
gaining a better understanding of the role delivery skills play in 
_ the innovation process, improving their discovery 
quotient, and encouraging themselves and their 
organizations to take a long-term view. 
Innovation can be divided into three 
segments—discovery, development, 
and delivery. Those in finance or ac- 
counting shine when it comes to 
four key delivery skills: analyz- 
ing, planning, detail-oriented 
implementing, and self-disci- 
plined executing. With finance 
executives acting as the organi- 
zation’s gatekeepers and stew- 
ards of records and resources, it 
is no surprise these are the skills 
that are emphasized, valued, and 
promoted. This delivery-driven skill 
set is an important complement to dis- 
covery-driven organizations and teams. 
The fastest way for an organization to die 
is to stop executing. Discovery-driven leaders need 
the delivery-driven skills of people who excel at execution. 
Savvy executives and managers remember how each of these 
skill sets of discovery, development, and delivery complement 
each other; and those in financial roles need to proactively lend 
their strengths as executors to the team’s success. 
Five key discovery skills distinguish innovators from typical 
executives. These “action-oriented” discovery skills help increase 


n today’s hyper-competitive global marketplace, 

the ability to consistently generate valuable 

products separates top performers from mere 
observers. At the heart of every growth strategy, 
people play a key role in crafting a company’s ca- 
pacity to develop and implement disrup- 
tive ideas. Too often, however, 
finance executives are sidelined 
in conversations about innova- 
tion—or worse, they’re de- 
scribed as inhibitors of the 
creative process. 



































The truth is: Management ac- 
countants play an integral role 
in fostering a company’s culture 
of innovation, empowering lead- 
ers to tap their full creative ca- 
pacity and directly contributing to 
the development of new offerings. 

Many finance executives already 
exhibit strong delivery skills—which are 
crucial to successfully implementing new 
ideas. But as these same executives spend 
more time developing the key discovery skills— 
questioning, observing, networking, experimenting, and asso- 
ciating—they will be better equipped to recognize the importance 
of innovation in company growth. They'll also get better at devel- 
oping metrics that allow for long-term innovation, and more fre- 
quently bring their own creative solutions to the table. 

Finance departments today are taken to task when they fail to 
mitigate risk or do not meet compliance standards. These expec- 
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the stock of building-block ideas from 
which innovative ideas can emerge. 

@ “Associating” or “associational 
thinking” is the most important 
discovery skill. Associating hap- 
pens as people synthesize and or- 
ganize novel inputs. Individuals 
with strong discovery skills are able 
to make connections across seem- 
ingly unrelated questions, prob- 
lems, or ideas—intersections where 
innovative breakthroughs often 
take place. 

Asking provocative questions to 
challenge the status quo. 

@ Observing the world as an anthro- 
pologist would to detect new ways 
of doing things. 

® Networking with people who are 
in various walks of life and who 
come from different viewpoints to 
gain radically different perspec- 
tives. 

= Experimenting relentlessly to test 
new ideas and try out new experi- 
ences—continuously learning from 
the results. 

It is increasingly important for finance 
executives, as confidants, advisers, and 
key decision-makers, to have the courage 
to innovate. By looking past short-term 
demands and criticisms, they give organi- 
zations the breathing room required to 
discover, develop, and deliver game- 
changing results. 

Every individual has a more un- 
tapped creative capacity than he or she 
may realize. As finance executives inter- 
nalize this truth, and work to improve 
these skills, they will lead more fulfilling 
professional lives, with valuable insights 
that will undoubtedly secure the welfare 
of their organization today and well into 
the future. 

A full version of this article, “Culti- 
vating Innovation,” by Hal Gregersen, 
is available in the Summer 2013 print 
issue of CGMA Magazine or at 
cgmamagazine.org. 

Also in the Summer 2013 print edi- 
tion: 

mw Executives at Domino’s Pizza and 
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several reputational risk experts 
share the secrets to repairing in- 
evitable reputational dents. 

@ Retired Coca-Cola finance execu- 
tive Doug Bonthrone, CGMA, de- 
scribes how to keep continuous 
improvement flowing. 

@ Ravichandran Venkataraman, 
CGMA, senior vice president and 
head of the Global Business Servic- 
es division at Hewlett-Packard, of- 
fers tips on how to foster 
innovation. 

® McCormick & Co. executive Ken 
Kelly, CPA, CGMA, explains how 
cross-functional, self-governing 
employee boards help the global 
spice company identify business 
process improvements. 

& Berard Marr, CEO of the Ad- 
vanced Performance Institute, ex- 
plains the differences between 
companies that merely compile 
data and those that thrive from it. 

@ Aidan Goddard, CGMA, the CFO 
and COO of LOccitane en 
Provence’s Asia-Pacific operations, 
explains how his company har- 
nesses Big Data to cut costs while 
improving sales and marketing 
strategies. 

@ Priscilla Mutembwa, CGMA, of 
Cargill Cotton Zimbabwe offers in- 
sight from an industry and econo- 
my that are defined by uncertainty. 

—Jack Hagel, editorial director 
CGMA Magazine 


VISIT CGMAMAGAZINE.ORG 


CGMA Magazine is published at 
cgmamagazine.org in conjunction 
with the Chartered Global Manage- 
ment Accountant designation, 
which was created through a part- 
nership between the AICPA and 
CIMA. The magazine offers news 
and feature articles focused on 
elevating and emphasizing manage- 
ment accounting issues. 
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Firms that go virtual the 


right way can enjoy real 
savings and benefits. 


by Jeff Drew 





irtually no one who has leased office space has enjoyed writ- 
ing that rent check every month. It might have been satisfying 
at first, when the firm or company was young and having an 
office was a sign of progress, but watching money go into a landlord’s 


pocket inevitably gets old. 


Still, the reality was that for most multi- 
employee businesses, the brick-and-mor- 
tar office was foundational to the organi- 
zation’s existence. Physical presence 
announced reliability and permanence to 
current and prospective clients. A physi- 
cal office also was deemed necessary for 


employee collaboration and client meet- 
ings. Consequently, the monthly lease or 
loan payment was considered an un- 
avoidable part of doing business. 

That mindset is beginning to change. 
Cloud-computing and paperless tech- 
nologies are rewriting the rules for many 
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businesses, and not just in the areas of 
client service and product delivery. The 
same forces that are opening new markets 
and geographies for accounting firms (see 
the JofA article “From “Write-Up’ to Right 
Profitable,” April 2013, page 24) are mak- 
ing it increasingly possible for practices to 
close their brick-and-mortar offices and go 
100% virtual, with all processes based in 
the cloud and all employees based out of 
their homes. 

In the public accounting space, many 
new practices start completely virtual, and 
many sole practitioners have operated out 
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of their homes for years. Erik Asgeirsson, 
president and CEO of AICPA technology 
subsidiary CPA2Biz, estimates that 5% to 
10% of all accounting firms are operating 
without a brick-and-mortar office, and he 
expects those percentages to continue to rise. 

Business Management Resource Group 
(BMRG) and Blumer & Associates are a 
pair of firms that closed brick-and-mortar 
offices last year and moved to fully virtu- 
al setups. The firms have encountered 
challenges with shuttering their physical 
office operations and building camaraderie 
among employees working remotely, but 


they also have enjoyed substantial finan- 
cial, staffing, and operational benefits. 

Is going virtual a realistic option for 
your firm or business? What is required to 
make such a leap? How long does the 
process take? What are the benefits and 
drawbacks? This article addresses those 
questions and more, drawing upon the ex- 
perience of CPAs already operating in their 
own virtual realities. 


A TALE OF THREE FIRMS 

Carolyn Sechler, CPA, is a pioneer in vir- 
tual offices. She formed her firm, Arizona- 
based Carolyn Sechler CPA PC (a B Cor- 
poration), as a two-employee operation 
when she de-merged 
from another firm. More 
than 17 years later, she 
heads a 20-person virtu- 
al operation with team 
members in three states 
and Canada. The firm 
works exclusively with 
nonprofits, providing tax 
and other services. 

“We did more than 
400 Form 990s last 
year,” said Sechler, who | 
is also a JofA editorial 
adviser. “Most of my d 
clients, and some of the 
people I work with, I’ve 
never met.” 

For Jennifer Katrulya, CPA/CITP CGMA, 
and Jason Blumer, CPA/CITP. the decision 
to take their firms completely virtual was 
a natural extension of their business plans. 
Katrulya, founder and CEO of Connecti- 
cut-based BMRG, and Blumer, owner and 
chief innovation officer of Blumer & As- 
sociates in Greenville, S.C., had convert- 
ed their firms to cloud-based models that 
allowed them to pursue niche offerings 
with clients far beyond their home areas 
and even internationally. Katrulya grew her 
business by providing outsourced con- 
trollership and other accounting services 
to clients referred by venture capital firms. 
Blumer focused his firm on serving ex- 
clusively “creative” clients, including ad- 
vertising agencies. 


Carolyn 
Sechler 





Jason 
Blumer 
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During the evolutionary process, both 
firms expanded their staffs and in a quest 
for talent hired some employees in loca- 
tions far from their brick-and-mortar of- 
fices. Even many local employees began to 
frequently, and often exclusively, work 
from home. 

Katrulya noticed an increasing number 
of unused work spaces in her office and 
began to envision life without having to 
write those pesky rent checks. Blumer 
looked around his office, saw virtually no 
one else there, and decided that it was time 
his office situation reflected reality. In 
2011, both firm owners decided to begin 
the journey to a fully virtual environment. 


Is VIRTUAL THE RIGHT Fir? 
The first step on the path to a virtual real- 
ity is determining whether your firm is suit- 
ed for the journey. “The wrong team can- 
not go virtual,” Blumer said. “Going virtual 
is not a strategy. Rather, you should consider 
it as a preferred means of service to the right 
kind of customer. It’s a special setup not 
suitable for many firms, but for the right 
firm, it is a gift to your team to manage 
themselves and become more productive.” 
Virtual firms operate best with em- 
ployees who are self-starters and can work 
alone without getting lonely, Sechler said. 
The officeless environment lends itself nat- 


urally to flexible schedules and produc- 
tion-based, or results-only, models. “We 
have people on my team who are raising 
small children,” Sechler said. “We have one 
that’s taking care of a senior member of the 


8 Cloud-computing and other 
technologies are making it in- 
creasingly possible for account- 
ing firms to close their brick-and- 


realities. 





are prepared for the new virtual 


@ Firms must complete a long 
list of critical tasks before va- 


family. They work whatever hours they 
need because their performance is evalu- 
ated on a performance-oriented basis. That 
works really well for us.” 

How can a firm tell if it’s a good fit for 
the virtual world? An organization with no 
office has no place to store paper or house 
its own computer servers. Cloud-based 


servers and applications, accessible by: 


clients and firm personnel, are essential for 
a virtual firm, which must work largely pa- 
perless. If, in addition, employees rarely 
work in the office and clients seldomly pay 
visits, the firm could be primed for going 
virtual. 

Once a decision to go virtual has been 
made, firms must begin a preparation and 
transition phase that can last from one to 
three years, with 12 to 18 months being a 
good target. Firms must address a pletho- 
ra of cloud, process, and administrative is- 
sues before they can close their physical 
address. 


TAKE YOUR TIME, Do IT RIGHT 
Firms looking to shed their rent payment 
might be tempted to rush the process. That 
would be a mistake, according to Katrulya 
and Blumer. A steady, measured move to 
a virtual environment makes the process 
much more manageable. 

BMRG and Blumer & Associates had al- 
ready converted to cloud-based business 
models, giving them a head start on the 
transition process. Even so, Katrulya 
spread the transition out over the course 
of a year, reducing BMRG’s office space by 


EXECUTIVE SUMMARY 








resources, and other issues. 

@ The firms best suited for the 
virtual world are those with em- 

ployees who are self-starters and 





50%, from 2,400 square feet, before finally 
exiting the space. During that period, he 
employees worked more frequently fron 
home, keeping in place the safety net of the 
office when employees ran into problems 

Blumer tweaked his firm’s structure 
and parted ways with his tax specialis 
when he decided during his yearlong tran. 
sition period to outsource tax services. He 
has six employees and contractors, wp from 
five when he closed the firm’s office last year 


THE VIRTUAL ADVANTAGES 
Firms that go fully virtual can save some 
real money on rent and office expenses 
Blumer & Associates has shaved “a fev 
thousand dollars” a month in rent pay 
ments, but Blumer has not pocketed tha 
cash, he said. Instead, he has opted to func 
new profit-sharing payments for employ 
ees and to purchase better cloud technol 
ogy, as well as Apple laptops and iPhone: 
for the staff. 

For BMRG, vacating its office and goin) 
fully paperless has translated into saving, 
of more than $95,000 a year, said Katrul é 
That figure is in line with the average an 
nual rent of about $100,000 reported b 
the 2,362 firms polled in the 2012 AICP 
Private Companies Practice Section/Texa 
Society of CPAs Management of an Ac 
counting Practice (MAP) survey. For smal. 
and midsize firms, rent and other occu 
pancy costs represented between 6% anc 
7% of net client fees. 

“The two greatest advantages to me are 
by far, the financial savings and the abili 





& Other benefits to the virtual 
firm include the ability to hire 
employees no matter where they — 
are located and greater potential 












mortar offices and go virtual. 
§ CPA firm owners who have 
taken their firms virtual recom- 
mend allowing one to three years 
for the transition, with 12 to 18 
months as a good goal. The tran- 
sition period is essential to ensur- 
ing that employees and clients 





cating their office (see the side- 
bar, “What Firms Must Do Before 
Going Virtual”). Chief among 
those tasks are writing and im- 
plementing a document detailing 
protocols employees must follow 
and outlining policies regarding 
privacy, risk management, human 





don't get lonely easily. Employees 
who work better around other 
people aren't well-suited for a vir- 
tual setup. 

8 Going virtual can save ac- 
counting firms tens or even hun- 
dreds of thousands of dollars a 
year in rent. 


compensation for staff due to the 
savings on rent. 





Jeff Drew is a JofA senior editor. 
To comment on this article or to 
suggest an idea for another article, — 
contact him at jdrew@aicpa.org or ~ 
919-402-4056. : 
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ty to hire top talent wherever they are lo- 
cated,” said Katrulya, who doubled the size 
of her firm with an acquisition that closed 
in May. She now has 24 employees, with 
a dozen in California, six in New York, 
four in Connecticut, and one apiece in 
New Hampshire and Ohio. Blumer’s six- 
person workforce is based in South Carolina 
and Colorado. 

Among the other advantages of going 

virtual are: 

@ The ability to provide flexible work 

_ schedules, especially when clients 
and employees are located in differ- 
ent time zones. Telecommuting 
arrangements also make it easier for 
employees to take “working vaca- 
tions.” Katrulya, for example, was 
able to extend a business trip to Cal- 
ifornia and visit family for several 
days before returning home to Con- 
necticut. The trip would have been 
impossible without the ability to 
telecommute. 

@ Access to a more diverse range of 
client opportunities, because the 
cloud eliminates geographic barriers 
by allowing CPAs to collaborate in 
real time with clients anywhere in 
the world. The broadening of the 
client-prospect pool can help the 
firm attract better talent to the em- 
ployee ranks. 

i Greater potential compensation for 
staff due in large part to the savings 
in rent and other office occupancy 
costs. “We can take the funds we 
would be investing in overhead and 
instead allocate that to salaries, pro- 
fessional development, and other 
employee offerings,” Katrulya said. 

™@ Improved understanding of the 
firm’s services, niche, and value. 
“When you operate in a more ‘tra- 
ditional’ model, the value of your 
services, your processes, and your 
team are less explicit,” Blumer said. 
“Becoming virtual has taken away all 
of the superfluous things that kept 
us from focusing on our real results 
that we sell to our customers. It has 
allowed us to price our services more 


profitably and more effectively.” 

m Tax benefits for the employees. CPAs 
working from home also can claim 
a home office tax deduction, pro- 
vided they meet IRS requirements 
for doing so (see the article “IRS Of- 
fers a New Method for Home Office 
Deductions” on page 30). 

The virtual experience also can provide 
CPAs with knowledge that clients could 
find valuable. “We have a number of 
clients who travel a lot for their own busi- 
ness development,” Katrulya said. “So test- 
ing out the process of not only working 


maraderie. 

Still, challenges remain in trying to de- 
velop a work culture. “You can’t just pick 
random days to take everyone to lunch, 
there is no ‘water cooler’ time (which has 
some advantages), and staff may otherwise 
work together for months and never real- 
ly meet face to face,” Katrulya said. “In ad- 
dition, if performance issues arise, as a 
manager it is much more difficult to have 
those discussions via phone/video call, 
etc., versus meeting in person.” 

Firms also must plan ways for staff 
members to share knowledge with one an- 


A steady,measured move to a virtual environment 
makes the process much more manageable. 


virtually but also ‘taking it on the road’ that 
way gives me a great way to live the way 
they live and explore new technology so- 
lutions, work flow procedures, staff man- 
agement practices, that I can then use to 
be a more knowledgeable and effective 
business adviser to them.” 


CHALLENGES OF THE VIRTUAL 
OFFICE 

The biggest challenge with the virtual of- 
fice is establishing and maintaining a sense 
of camaraderie among employees who 
rarely are in the same building, much less 
the same room. Firms must develop strate- 
gies for ensuring that team members stay 
connected to one another and also to the 
firm’s mission, goals, and values. 

“T believe we miss being together on a 
daily basis,” said Blumer, who augments 
his firm’s weekly online staff meetings with 
staff retreats. “We have had to be very spe- 
cific about spending time together a cou- 
ple of times a year just to enhance our 
team’s culture. Our times together during 
our live firm retreats are welcome times to 
relax with each other and get to know each 
other better.” 

Both Blumer and Katrulya try to get 
their teams together at least twice a year. 
Katrulya also tries to get her team to con- 
ferences so they can learn and develop ca- 


other. “Knowledge is shared in an office by 
walking down the hall, buzzing someone’s 
phone, or saying something at the coffee 
pot in the morning,” Blumer said. “These 
are interactions that do not, and cannot, 
happen in a virtual setting. So, what do 
you do? You become strategic.” 

Blumer & Associates is experimenting 
with chat clients, including HipChat, 
Hall.com, Flowdock, and Campfire, that are 
scalable, private, secure, and searchable, 
and allow team members to talk over video. 

Other challenges include: 

@ Dealing with the privacy, insurance, 
human resources, zoning, and other is- 
sues detailed in the sidebar, “What 
Firms Must Do Before Going Virtual.” 
Failure to do so can lead to myriad 
problems. Detailed diligence is re- 
quired in these areas. 

m Ensuring the firm’s CPAs are licensed 
to work with their clients. Even with 
mobility legislation passed in almost 
every state, differences in the word- 
ing of the legislation in individual 
states can make it more difficult to 
determine if a state license is re- 
quired for a CPA to work with a 
client based in a certain state. 

@ Having the IT skills needed to thrive 
in the virtual space. Because tech- 
nology is so essential to a successful 
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What Firms Must Do Before Going Virtual 


Accounting firms must do the following before closing their 
brick-and-mortal office and going virtual: 
= Adjust or take out new insurance policies to cover the new 
virtual realities. For instance, if CPAs in a firm will meet clients 
at their home office, they should add riders to their home in- 
surance policy protecting them in case of injury, such as a client 
slipping and falling, said Carolyn Sechler, CPA, of the Arizona- 
based firm Carolyn Sechler CPA PC. Changes also should be 
made to cover liability for lost papers and other privacy issues. 
Firms should ensure employees make clear in their insurance 
riders that they work for the firm. It’s also a good idea for em- 
ployees to cover their cars under the firm if they use them for 
business, she said. 
@ Implement laser-focused, linear processes that can survive 
the strain of an officeless environment. “When you are in an 
office and you have the ability to lean over your cube and ask 
a question, or catch a client as they come in to pick up their 
tax return, or walk down the hall to ask someone to clarify 
something, you realize that these all have to be straightened 
out when going virtual,” said Jason Blumer, CPA/CITP, of 
Blumer & Associates in Greenville, S.C. As an example, Blumer 
discussed what happens when a tax client comes by the office. 
“You are really doing [at least] three things when that cus- 
tomer comes by,” he said. “One, sharing with them the details 
of their return and why things turned out the way they did; 
two, getting them to sign some documents before you efile 
[often both spouses have to come]; and three, getting paid.” 
While the CPA firm can adjust on the fly to make sure 
those goals are met during a client visit, that isn’t possible in 
the virtual space. As a result, firms must ensure that their 
process addresses all of the essential steps and does so in the 
correct order. “That is, one comes before the other and can- 
not come after the other,” said Blumer. “If they are not linear 
and well-designed, then the customer gets confused and a lit- 
tle miffed.” 
= Write and employ an office policy document that outlines 
the protocols employees must follow while working for the 
firm. The document should cover policies designed to miti- 
gate the firm’s risk from encountering problems with priva- 
cy, risk management, and human resources issues. 
= Ensure the firm complies with all laws and regulations 
overseen by the state labor departments in the areas where 
the firm has employees. Sechler recommends having a human 
resources professional look over all written policies to ensure 
they are in good order. 
= Notify clients about the office closure and why it’s hap- 
pening. Clients who balk at going virtual probably aren't right 
for the move. “You cannot take the wrong clients virtual,” 
Blumer said. “They will laugh in your face.” Some clients just 
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prefer to have a CPA ina larger practice or with a brick-and- 
mortar office, Sechler said. 

Find out whether local regulations and/or homeowner as- 
sociation (HOA) rules allow employees to operate home of- 
fices. Some zoning ordinances and HOA charters don’t allow 
home-based businesses to accept client or customer visits. 
Similarly, some vendors won't deliver to home addresses, 
Sechler said. 

m@ Have the right technologies in place to support the virtu- 
al office structure. At the staff level, the firm must ensure that 
each employee has adequate and redundant internet connec- 
tions and proper levels of technology at home. Other tech- 
nology issues that must be addressed include the following: 

@ Ata minimum, each employee needs two internet con- 

nections, such as cable and DSL or a mobile hotspot 
(e.g., a MiFi device), with one acting as the lead con- 
nection and the other as a backup. Connecticut-based 
Business Management Resource Group (BMRG) pays for 
the second source for its employees. “Usually they have 
cable, and we are paying for either DSL or MiFi,” said 
Jennifer Katrulya, CPA/CITP, CGMA, of BMRG. 
The firm should know whether each staff member has 
a generator in the event of a power outage. In addition, 
employees must have extra laptop batteries available, 
and the firm must have a procedure in place to remind 
staff to keep spare batteries charged. On the plus side, 
having employees in different parts of the country, or 
world, can lessen the chance of a weather event knock- 
ing everyone in the firm offline. 

@ In addition to laptops, all employees should have smart- 
phones and, preferably, tablets. Firms can provide the 
equipment or provide a stipend in a bring-your-own- 
device structure. 

@ The firm needs to have a plan for handling incoming 
phone calls, whether it’s a phone service or something 
else. 

ti Cloud-based applications are essential for a virtual of- 
fice. Cloud-based accounting systems include Quick- 
Books, Xero, and Intacct. There are a number of work 
flow, billing, tax preparation, accounting engagement, 
and file-sharing options as well. 

™ Customer-relationship management systems play a cru- 

cial role in making a virtual office successful. 
The firm must have communication tools in place to 
facilitate staff interactions with clients and one anoth- 
er. Important considerations include whether the com- 
munication—email, instant messaging, video confer- 
encing, or something else—is recordable and meets 
documentation-retention standards. 
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Jennifer Katrulya says going virtual with her firm has 
saved money and helped her hire top talent. 
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virtual practice, firms cannot survive without a strong 
source of IT aptitude among the staff or, possibly, a con- 
sulting relationship. 


@ Maintaining work/life balance. Because virtual office setups 


provide employees with the opportunity to work anytime, 
anywhere, it’s easy to fall into a pattern of working virtu- 
ally all the time from everywhere, especially when clients 
and staff are spread across multiple time zones. If a firm has 
clients overseas, it can become possible to work with clients 
24 hours a day. Firm leadership needs to help owners and 
staff employ strategies to avoid continual work distractions, 
such as email, while also emphasizing the importance of 
time away from the office. “It takes a while for staff to feel 
like they can really unplug as well, go on a true vacation, 
etc., because they care about our clients and the company 
and want to be sure that they are involved,” Katrulya said. 
“We have actually needed to really work on giving each 
other that true offline time.” 

Dealing with distractions at home. While telecommuting 
can tether a professional to work, life in a home office can 
divert one’s attention from the task at hand, especially if chil- 
dren are at home during work hours or there is other ac- 
tivity at the home. Katrulya, for instance, found her home 
work schedule turned upside down when her family 
brought home two kittens. She allowed the pets into her 
office, where she even allowed them to sleep. As they grew, 
they took up more of her time and attention. “I needed to 
truly make my home office the office and then save the fun 
time in the rest of our home for later,” she said. “Otherwise 
I was working all night to try to make up for the fun hours 
of playing with the little fur-balls!” % 
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Succes 
The Private Companies Practice Section 
(PCPS) is a voluntary firm membership section 
for CPAs that provides member firms with tar- 
geted practice management tools and re- 
sources, including the Succession Planning Re- 
source Center, as well as a strong, collective 
voice within the CPA profession. Visit the PCPS 
Firm Practice Center at aicpa.org/PCPS. 


In an effort to better recognize and support 
the breadth of its members’ professional du- 
ties and responsibilities, the AICPA has 
changed the name of the Information Tech- 
nology Section to the Information Manage- 
ment and Technology Assurance (IMTA) 
Section. The IMTA division serves members 
of the IMTA Membership Section, CPAs who 
hold the Certified Information Technology 
Professional (CITP) credential, other AICPA 
members, and accounting professionals who 
want to maximize information technology to 
provide information management and/or 
technology assurance services to meet their 
clients’ or organization's operational, compli- 
ance, and assurance needs. To learn about 
the IMTA division, visit aicpa.org/IMTA. 
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IRS Offers a New Method for 





Safe harbor simplifies 
calculation, but 
qualification factors 
are unchanged. 


by Sally P. Schreiber, J.D. 


orking at home has come a long way from the days when 
employers were most concerned that they would not get 
their money’s worth if they allowed employees to do so. 
Instant communication, improved internet access, and more stable vir- 
tual network connections have changed the equation for employers, 
who now see the ability to work at home as benefiting both sides: 
employers and employees. 


Although estimates vary, one source says 
that the number of workers regularly 
telecommuting (more than one day a week 
and not including the self-employed) grew 
73% between 2005 and 2011 (Latest 
Telecommuting Statistics, available at tinyurl. 
com/a7tzewp (updated Oct. 2012)). The 
same source asserts that if those who have 
jobs that are compatible with working at 
home and would like to do so were per- 
mitted to work at home at least half the 
time, annual savings would be greater than 
$700 billion. This includes savings of 
$11,000 per person a year for the typical 
business and savings of $2,000 to $7,000 
a year for the typical telecommuter. 

In contrast to employees, the number 
of self-employed people working from 
home actually decreased during the re- 
cession. As the economy recovers, how- 
ever, the number of businesses in homes 


should also increase. 

As more people telecommute from 
home and people who lost jobs in the re- 
cession start businesses in their homes, it 
is a good time to revisit the tax rules that 
apply when people work from their 
homes. The rules are complex, so it is im- 
portant to fully understand them to com- 
ply and thus withstand a possible IRS 
challenge. The rules to qualify are differ- 
ent for employees than for the self-em- 
ployed, as are the procedures for claiming 
the deduction on a tax return. 

The IRS recently announced a safe-har- 
bor method that will make it easier for tax- 
payers who choose the safe harbor to take 
the deduction, so practitioners may see an 
increase in clients who want to take the de- 
duction. However, the basic qualification 
rules have not changed, so an under- 
standing of them is still important. 
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THE STATUTORY 
REQUIREMENTS 

A deduction is permitted for expenses as- 
sociated with that portion of the dwelling 
unit that is exclusively used on a regular 
basis either (1) as the principal place of 
business for any trade or business of the 
taxpayer; (2) as a place of business that is 
used by patients, clients, or customers in 
meeting or dealing with the taxpayer in the 
normal course of his or her trade or busi- 
ness; or (3) in the case of a separate struc- 
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conducting two or more separate business 
activities may be deductible” (Hamacher, 
94 T.C. 348, 356 (1990)). However, if a 
person uses one home office for numerous 
business activities, each activity must meet 
the requirements under Sec. 280A, or they 
will all be disqualified (id.). 

For the use of a home office by an em- 
ployee to qualify, the use must be for the 
convenience of his or her employer (Sec. 
280A(c)(1), flush language). Also, if the 
employee rents a portion of his or her 


To qualify for a deduction,a home office must be used 
for business exclusively and at all times,and any use 
for a nonbusiness purpose disqualifies the space. 


ture that is not attached to the dwelling 
unit, in connection with the taxpayer's 
trade or business. 

For purposes of (1) above, the term 
“principal place of business” includes a 
place of business that the taxpayer uses for 
the administrative or management activ- 
ities of the taxpayer's trade or business if 
there is no other fixed location for the 
trade or business where the taxpayer con- 
ducts the substantial administrative or 
management activities (Sec. 280A(c)(1), 
flush language). 

There are also special rules for use of a 
portion of the home as storage space or to 
provide child care facilities, which are not 
addressed in this article. 

In most cases, the office must be the 
principal place of business for any trade or 
business of the taxpayer, which has been 
interpreted as meaning that “expenses at- 
tributable to the use of a home office in 


@ In recent years the number 
of people working from home 
has increased dramatically, espe- 
cially for employees. 

@ Using a portion of their home 
in a trade or business can en- 
able taxpayers to take a deduc- 


home to the employer and uses the rent- 
ed space to perform services as an em- 
ployee for that employer, the employee 
cannot take a home office deduction for 
expenses related to that part of the em- 
ployee’s home (Sec. 280A(c)(6)). 


EXCLUSIVE USE ON A 
REGULAR BASIS 

According to the IRS, to qualify for the “ex- 
clusive use” test, taxpayers must use a spe- 
cific area of their home exclusively for their 
trade or business, but the area does not 
need to be set off by a permanent partition. 
However, it must be used for the trade or 
business exclusively and at all times (not 
just during business hours), and any use 
of the space for nonbusiness purposes dis- 
qualifies the area, e.g., an office that is also 
used as a family room will not qualify. So, 
for example, where an accountant’s chil- 
dren and guests occasionally used the 


EXECUTIVE SUMMARY 


tion for home office expenses. 

@ The tax return treatment and 
the rules for qualifying for the 
deduction are different for the - 
self-employed and employees. 

@ The rules for calculating 
these expenses are complex, 


and as a result, many taxpayers 
have not wanted to risk the in- 
creased IRS scrutiny that taking 
the deduction might bring. 

ii New safe-harbor rules make 
it easier to take the deduction, 
although taxpayers must still meet 





bathroom and hallway adjacent to his 
home office (and built for the use of his 
clients), that portion of the house did not 
qualify for the home office deduction 
(Bulas, T.C. Memo. 2011-201). 

To qualify for regular use, the specific 
area of the home must be used on a regu- 
lar basis; occasional or incidental use will 
not qualify. This determination is made 
based on all the facts and circumstances’ 
(see Publication 587, Business Use of Your 
Home (Including Use by Daycare Providers)). 


Wokrk AT HOME Is FOR THE 
EMPLOYER'S CONVENIENCE, 
NOT THE EMPLOYEE'S 

Many employees who work in their homes 
will not qualify for the deduction because 
they do it for their own convenience, not 
their employer's. 

It is not impossible to establish that the 
home office is for the employer’s, not the 
employee’s, convenience, but it is difficult. 
For example, an architect could not deduct 
expenses for his home office when his em- 
ployer did not require him to maintain the 
office and he had unlimited access to his 
employer's downtown office (Tokh, 25 
Fed. Appx. 440 (7th Cir. 2001)). 

if the use of the home office is neces- 
sary to allow the employee to perform his 
or her duties as an employee properly, or 
the use of the home office is necessary for 
the functioning of the employer’s busi- 
ness, it will be considered to be for the 
employer’s convenience. If the employ- 
er requires the employee to maintain a 
home office as part of his or her job re- 
quirements, the use of the home office is 
also considered to be for the employer’s 
convenience. As more people work at 


other requirements to qualify. 


Sally P. Schreiber is a JofA senior 
editor. To comment on this article | 
or to suggest an idea for another 
article, contact her at sschreiber@ 
aicpa.org or 919-402-4828, 
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home and are not provided a space to 
work at their employer’s premises, it may 
be easier for employees to establish that 
it is being done for the employer’s con- 
venience, say, to save the employer on 
the cost of providing workspace in the 
company’s office. 

However, in the absence of a specific 
requirement by their employer that they 
work at home, when the “convenience of 
the employer” requirement is litigated, 
taxpayers in the past have usually lost. 
Taxpayers with the right facts and cir- 
cumstances can win, though, as happened 
in Drucker, 715 E2d 67 (2d Cir. 1983). 
The taxpayers in Drucker were musicians 
with the Metropolitan Opera in New York 
City who, the court found, had their prin- 
cipal place of business at their home prac- 
tice studios, which was “the rare situation 
in which an employee’s principal place of 
business is not that of his employer.” The 
court found that it was a necessity for the 
musicians to spend long hours practicing 
individually to perform their jobs, and 
the Met did not provide space to practice 
privately at its performance facilities, so 
practicing at home was in fact a require- 
ment or condition of employment for the 
musicians. 


CALCULATING THE AMOUNT 
OF THE DEDUCTION 

Calculating the home office deduction can 
be done one of two ways: the actual-ex- 
pense method, under which the home of- 
fice deduction amount is based on the 
actual expenses related to the use of the 
home office incurred by the taxpayer, or 
the new safe-harbor method, under which 
the deduction amount is determined by a 
formula based on the square footage used 
as a home office. 

Whichever method is used to calculate 
the deduction, the amount of the deduc- 
tion is subject to a gross income limitation, 
which, as discussed below, is calculated 
differently for each method. In addition, 
the carryforward rules for the deduction 
are different under each method. Under 
the actual-expense method, any excess of 
otherwise deductible expenses over the 
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gross income limitation can be carried for- 
ward to the next tax year, subject to the 
same limitation (Sec. 280A(c)(5)). If the 
safe-harbor method is used, the amount of 
otherwise deductible expenses in excess of 
the limitation cannot be carried forward to 
future tax years. 


ACTUAL-EXPENSE METHOD 

Under the actual-expense method, tax- 
payers first must determine the percentage 
of their home that is used for business. This 


m The business expenses that relate to 

the business activity in the home 

(e.g., business phone, supplies, and 

depreciation on equipment), but not 

to the use of the home itself. Self-em- 

ployed taxpayers cannot include 

their deduction for the deductible 

part of their self-employment tax as 
expenses in the second category. 

The calculation of a taxpayer's business 

use percentage and allowable deduction 

amount are performed on Form 8829, Ex- 


Under the safe-harbor method, the home office 


deduction is calculated by multiplying the allowable 
square footage,not to exceed 300 square feet, by $5. 


can be done by any reasonable method, but 
the most common approaches are either 
(1) the square-footage approach, in which 
the area used for business is divided by the 
house’s total square feet, or, (2) if the rooms 
in the home are all of a similar size, deter- 
mining the percentage by dividing the 
number of rooms used for business by the 
total number of rooms in the house. For ex- 
ample, using the first method, a taxpayer 
whose office is 12 feet by 15 feet and whose 
house is 2,000 square feet uses 9% of the 
house in the trade or business. 

After determining the percentage of the 
home expenses that the taxpayer can 
deduct as expenses for the business use of 
his or her home, the next step is to deter- 
mine whether the deduction is subject to 
the gross income limitation. The deduction 
of otherwise nondeductible home ex- 
penses, such as insurance, utilities, and de- 
preciation (with depreciation taken last), 
that are allocable to the business, is limit- 
ed to the gross income from the business 
use of the taxpayer's home, less: 

i The business part of expenses the tax- 

payer could deduct even if he or she 
did not use the home for business 
(such as mortgage interest, real estate 
taxes, and casualty and theft losses 
that are allowable as itemized de- 
ductions on Schedule A, Itemized De- 
ductions (Form 1040)); and 


penses for Business Use of Your Home, for 
Schedule C filers, or on the “Worksheet to 
Figure the Deduction for Business Use of 
Your Home” in Publication 587 for em- 
ployees and others. 


THE NEW SAFE HARBOR 

In January, the IRS released Rev. Proc. 
2013-13, which gives taxpayers an op- 
tional safe-harbor method to calculate the 
amount of the deduction for expenses for 
business use of a residence beginning with 
the current tax year, 2013, for returns filed 
in 2014. 

Individual taxpayers who elect this 
method can deduct an amount determined 
by multiplying the allowable square footage 
by $5. The allowable square footage is the 
portion of the house used in a qualified 
business use, but not to exceed 300 square 
feet. Therefore, the maximum a taxpayer 
can deduct annually under the safe harbor 
is $1,500. The IRS may update the $5 al- 
lowance from time to time, but it is not in- 
flation adjusted. Because the up-to-$1,500 
amount is a safe harbor, taxpayers who use 
the safe harbor cannot also deduct actual 
expenses related to qualified business use 
of the home for that year; however, busi- 
ness expenses that are unrelated to the use 
of the home (such as advertising) can be 
deducted. 

To use the safe-harbor method, taxpayers 
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must continue to satisfy all the other 
requirements for a home office deduction, 
including the requirement that the space 
in the residence used as an office be used 
exclusively for that purpose and the limi- 
tation that an employee qualifies for the 
home office deduction only if the office is 
for the convenience of the taxpayer’s em- 
ployer. The safe harbor is elected on a time- 
ly filed original tax return, and taxpayers 
are allowed to change their treatment from 
year to year. However, the election for any 
tax year is irrevocable. 

No depreciation is allowed for the 
years in which the safe harbor is elected. 
This may make this method more attrac- 
tive for taxpayers who do not plan to stay 
in their homes a long time because they 
will then avoid the depreciation recapture 
that is required of taxpayers who took de- 
preciation on their personal residences. 

A taxpayer who itemizes deductions 
and uses the safe harbor for a tax year may 
deduct, to the extent allowable, any ex- 
pense related to the home that is de- 
ductible without regard to whether there 
is a qualified business use of the home for 
that tax year (e.g., deductions for quali- 
fied residence interest, property taxes, and 
casualty losses). Taxpayers using the safe 
harbor deduct these expenses as itemized 
deductions on Form 1040, Schedule A, 
and cannot deduct any portion of these 
expenses from the gross income derived 
from the qualified business use of the 
home, either for purposes of determining 
the net income derived from the business 
or for purposes of determining the gross 
income limitation discussed directly 
below. 

Like the actual-expense method, the 
deduction under the safe-harbor method 
is subject to a gross income limitation. The 
amount of the deduction computed using 
the safe-harbor method cannot exceed the 
gross income derived from the qualified 
business use of the home for the tax year 
reduced by the business deductions un- 
related to the qualified business use of a 
home. Unlike the actual-expense method, 
however, taxpayers cannot carry over any 
excess to another tax year. If a taxpayer 
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uses the actual-expense method for cal- 
culating the deduction and has had his or 
her deduction limited by the gross income 
limitation in that year, the taxpayer can 
deduct this amount in the next year he or 
she uses the actual-expense method, but 
cannot use the disallowed amount in a 
year he or she elects the safe-harbor 
method. This limit on carryovers for the 
safe-harbor method means taxpayers must 
be careful before electing it to be sure they 
will not lose any of their deduction. 

Taxpayers sharing a home (for exam- 
ple, roommates or spouses, regardless of 
filing status) may use the safe-harbor 
method provided by the revenue proce- 
dure, but not for qualified business use of 
the same portion of the home. 

Under the safe harbor, taxpayers who 
have a qualified business use of more than 
one home for a tax year may use the safe 
harbor for only one home, but they may 
use the actual-expense method for the 
other homes. If a taxpayer has more than 
one qualified business use of the same 
home, however, and uses the safe harbor, 
he or she must use the safe harbor for all 
of the business use of the home and thus 
will be limited to the $1,500 deduction 
for all of his or her businesses in the 
home. 


CONCLUSION 

The digital age means more and more 
people are working from home offices for 
employers and for themselves. Recent ad- 
vances in technology enable many peo- 
ple to set up home offices with very little 
trouble, as access to high-speed internet 
and virtual networks from the home in- 
creases. Environmental concerns will add 
to employers’ and employees’ wish to per- 
mit telecommuting to expand. And, un- 
fortunately, during the recession, the 
number of underemployed or unem- 
ployed people increased, and, as the 
economy recovers, more of them may 
want to start businesses in their homes. 
All these changes mean practitioners and 
taxpayers would benefit from refamiliar- 
izing themselves with the rules that apply 
to home office deductions. 





The new safe-harbor method will prob- 
ably induce taxpayers to claim a home of- 
fice deduction who were scared off in the 
past—either by the deduction’s complexi- 
ty or from fear that it is an IRS audit “red 
flag.” Practitioners should be prepared to 
help those taxpayers determine which 
method is better in their circumstances. 
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JofA article 
g “Checklist: Home Office Deduction) Jan. 
2012, page 20 


Use journalofaccountancy.com to find 
past articles. In the search box, click “Open 
Advanced Search” and then search by title. 


CPE self-study 

@ AICPA’s 2012 Annual Federal Tax Up- 
date (#731145) 

@ Innovative Tax Planning for Individuals 
and Sole Proprietors (#745536) 

For more information or to make a purchase, 
go to cpa2biz.com or call the Institute at 
888-777-7077. 


_ The Tax Adviser and Tax Section 
The Tax Adviser is available at a reduced 
subscription price to members of the Tax 
Section, which provides tools, technolo- 
gies, and peer interaction to CPAs with 
tax practices. More than 28,000 CPAs are 
Tax Section members. The Section keeps 

_ members up to date oni tax legislative and 
regulatory developments. Visit the Tax 
Center at aicpa.org/tax. The current 
issue of The Tax Adviser is available at 
thetaxadviser.com. 


PFP Member Section and PFS credential 
Membership in the Personal Financial Plan- 
ning (PFP) Section provides access to 
specialized resources in the area of per- 
sonal financial planning, including compli- 
mentary access to Forefield Advisor. Visit 
the PFP Center at aicpa.org/PFP. Mem- 
bers with a specialization in personal finan- 
cial planning may be interested in applying 
for the Personal Financial Specialist (PFS) 
credential. Information about the PFS cre- | 
dential is available at aicpa.org/PFS. 
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Life insurance cost that 
doesn’t change as you age 


AICPA-endorsed coverage available at a level rate— 
for the entire length of your term. : 





Your AICPA membership gives LPT allows you to maintain your The Level Premium Term 
you the opportunity to request cost during your chosen term. Plan offers: 
an amount of coverage up to L x h & Up to $2.5 million in coverage, 
$2.5 million under the Level rear i ony ene based on your age and other existing 
Premium Term (LPT) Plan, with AICPA LPT Plan AICPA Plan coverage amounts. 
coverage issued by The Prudential Visit: www.cpai.com/Iptjoa @ Terms of 10 and 20 years depending 
Insurance Company of America or call 1-800-223-7473. on your age on the date you apply. 
(Prudential). ™ Optional coverage available 

on your eligible spouse and 
Your rate stays the same Not an AICPA member, dependent children. 
as you get older peerage e take advantage i A Waiver of Contribution option 


of all of the benefits that frees you from making premium 
membership offers? payments if you become totally 
disabled before age 60 while 
covered under the LPT Plan. 


This Plan provides life insurance, 
available for a 10- or 20-year term, 
that maintains your cost during the Visit www.aicpa.org for 

time you are covered—no matter how membership information today. 


@ Optional Accidental Death & 
old you are when you join or how Mn ane een 


Dismemberment coverage that 
your health may change*. doubles your benefit if you die 
by a covered accident. 


® The opportunity for cash refunds, : 


Use your Smartphone to scan this barcode. paid by the Trust out of premium 


It will take you directly to AICPA’s Level Premium Term refunds received from Prudential. 





| web page, where you can click on the “Apply Now” link | Although never guaranteed, annual 
and request coverage, or simply find out more about the refunds have been distributed for 
Plan. Requesting coverage online is quick and secure. over 50 years to participants in 
other AICPA Plans. 
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*Ajthough Prudential reserves the right to change rates by class during the 10- or 20-year term, no rate increases have occurred in the past on any AICPA-sponsored 
life insurance coverages and it is not Prudential’s intention to change rates during the term of coverage. 


Coverage under the LPT Plan is issued by The Prudential Insurance Company of America, 751 Broad Street, Newark, NJ 07102. (973) 802-6000. Plan details, 
limitations and exclusions are described in your certificate. Contract Series 83500. The AD&D policy provides ACCIDENT insurance only. It does NOT provide 
basic hospital, basic medical, or major medical insurance as defined by the New York State Insurance Department. IMPORTANT NOTICE—THIS POLICY DOES 


NOT PROVIDE COVERAGE FOR SICKNESS. 
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Visit www.cpai.com for information on rN © Pe A AICPA Insurance Trust 
the other insurance programs available. Member Insurance Programs 
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PERSONAL FINANCIAL PLANNING 


ith the Baby Boomer generation hitting retirement age, per- 

sonal financial planning has become an increasingly impor- 

tant service for many accounting firms. But practitioners are 
dealing with plenty of changes, including the implementation of new tax 
laws and the landmark rollout of new standards. 


The JofA assembled a team of industry in- 
siders for a round-table discussion of the 
important issues affecting CPAs who ad- 
vise individual clients in retirement, tax, 
estate, risk management, and/or invest- 
ment planning at such an important time. 
The following is an edited transcript of 
their discussion. 


Participating in the round table were: 

@ Clark M. Blackman II, CPA/PFS, CFA, 
CFP president and CEO of Alpha Wealth 
Strategies. 

& Bob Keebler, CPA, MST, AEP a partner 
with Keebler & Associates LLP 

gi Sid Kess, CPA, J.D., LL.M., of counsel at 
Kostelanetz & Fink LLP 

m@ Steve Levey, CPA/PFS, senior principal 
and CEO at GHP Horwath and senior 
principal of GHP Investment Advisors 
Inc. 

® Scott Sprinkle, CPA/PFS, CGMA, CFP, 
a managing member at Sprinkle & As- 
sociates LLC and Sprinkle Financial Con- 
sultants LLC. 

@ Susan Tillery, CPA/PFS, CFP, president 
and CEO of Paraklete Financial Inc. 


What do you think the most important is- 
sues are for personal financial planners 
today? 

Kess: I would say that the tax provisions en- 
acted in the American Taxpayer Relief Act 
of 2012 affecting high-income taxpayers, as 
well as the provisions of the Patient Pro- 
tection and Affordable Care Act that became 
effective in 2013, provide unique opportu- 
nities for financial planners. These new pro- 
visions impact everyone, not just the fi- 
nancial planner. In addition, the changes in 
the field of estate planning are also ex- 
tremely important in the way they impact 
the high-income taxpayer. 

Keebler: | think the biggest two challenges 
are learning the new 3.8% net investment 


income tax ... and secondly, there are four 
dimensions to our income tax Code now: 
the traditional income tax, the alternative 
minimum tax, the 3.8% surtax, and the ad- 
ditional 39.6% tax bracket and greater cap- 
ital gain tax if you’re over the higher thresh- 
old. And [the challenge is] to develop a 10- 
or 20-year plan for most taxpayers to 


deal with capital gains? We have some clients 
who are contemplating large asset or stock 
sale transactions, and they are looking at 
using different instruments, like charitable 
trusts, to defer and spread taxes on assets to 
stretch the gains or to shelter them and use 
charitable deductions, while at the same 
time generating income streams that provide 
a significantly higher yield than what is avail- 
able in today’s fixed-income market. 

Kess: The interesting thing is a lot of these 
issues affect people who are not just calling 
themselves financial planners. ... You don’t 
have to be a financial planner to get involved 
with every one of those issues that were 


‘There's a tremendous need to give more intensive 
training to personnel to really be outstanding in 


different phases of | financial planning|—Sid Kess 


smooth out that income and try to avoid 
these additional taxes. So those are the two 
toughest challenges, and then the third 
thing is to create new tax-efficient invest- 
ing strategies. 

Blackman: | think a couple of things con- 
tinue to get a lot of press and discussion: 
This whole active-versus-passive investing 
question, and which is the most appropri- 
ate way to go, if there is a most appropri- 
ate way to go. And using alternative in- 
vestments and hedge funds as a way to 
mitigate risk continues to be a hot topic in 
the area of investment decision-making. 
Tillery: The higher income tax rates are 
going to affect many of our clients. Quite a 
few have been surprised to hear how much 
they will be impacted. | think it will be im- 
portant to explain to each client how the 
higher rates will affect their tax liability and 
begin planning now to reduce the impact 
on their 2013 tax returns. 

Sprinkle: On the investment side, youre 
going to see a big push for clients that are 
seeking more wealth planners versus in- 
vestment advisers. The tax situation is going 
to become so important when you're look- 
ing at the investments, and how do | allo- 
cate assets between my tax-deferred ac- 
counts versus taxable accounts? How do I 


raised. A good tax person would be doing 
all those things that were just brought up. 


Can you identify some of the technology 
that personal financial planners now need 
to stay on the cutting edge of serving their 
clients? 

Levey: I can tell you what our firm is look- 
ing for now. We want to get software that 
can integrate all of the investments, all of 
the investment statements, and all of the in- 
come tax, all at once, so that any changes 
instantly update across all software. We’re 
actually hiring a firm to come in and write 
some software that will let our programs 
talk to each other so that we don’t have to 
enter things three or four times. 


What size firm do you have to be to justi- 
fy that expense? 

Levey: It all depends on the features you 
want. But I don’t think it’s going to be that 
expensive. I believe it is figuring out what 
you want it to look like in the future. And 
to give you an idea, we're using NaviPlan 
for our financial planning software, and 
we're looking to somehow be able to im- 
port data through PortfolioCenter, which is 
our portfolio management application, and 
integrate that into the asset allocation piece 
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of our financial planning software. 

I can’t give you a price on it. I could tell 
you, we're doing $700 million [in] assets 
under management. I could realistically see 
it costing $25,000 to $50,000, but the way 
you have to look at it is how much will you 
save in time and ... efficiency, and [be] able 
to concentrate on other things? 


Let’ talk alittle about issues regarding the 
retirement of so many Baby Boomers. 

Keebler: | think as we become more of a 
service economy, and people are working at 
desks rather than at workbenches, people 
are going to be able to work later, till their 
mind no longer permits them to work. That 
means a lot of people will be able to work 
well into their 80s. That’s part of what’s caus- 


Sprinkle: | think for the profession as a 
whole, people are working longer, but you 
are going to end up in a situation where 
we're going to have a brain drain, and you're 
going to have to start developing younger 
individuals. 

And for whatever reason, maybe it’s 
complexity, maybe it’s because of the way 
the financial markets have gone, or some of 
the larger firms are not doing financial plan- 
ning the way they used to, but the avenue 
to get into this profession is difficult because 
there’s so much you have to learn. There’s 
such a broad knowledge base that you have 
to develop. And there are not a lot of uni- 
versities that offer programs that can get you 
up and running. There are a few universi- 
ties that have financial planning as a major, 


“Your people skills are what really 
differentiate you from your competitors.” 


—Scott Sprinkle 


ing the situation with our young people not 
being able to find jobs: Older people con- 
tinue to work, and they're good, and they 
add value. And the other thing we're seeing 
is that more and more of our clients are ask- 
ing about putting a portion, maybe 10% to 
25% of their net worth, into annuities when 
they retire so that they receive a payment 
each month and they’re pretty much guar- 
anteed some level of cash flow. 


What will be the impact of the retirement 
of Baby Boomers working in the CPA pro- 
fession, especially personal financial plan- 
ners? 


& Changing tax rates, espe- 
cially the new 3.8% net invest- 
ment income tax and the new 
39.6% tax bracket, create one 
of the most important issues for 
personal financial planners right 
now. The changes are prompt- 
ing personal financial planners 


to create new tax-efficient in- 
vesting strategies and to put to- 
gether multiyear plans to smooth 
out income. ! 

§& Succession planning is a 
major challenge for many 
firms. The impending retirement 
of Baby Boomers may result in a 


but even then, there is no substitute for ex- 
perience. 

It’s going to be a challenge for a lot of 
firms; the succession issue is going to be- 
come a large issue, and you are going to end 
up seeing bigger firms emerge, as they will 
be the only ones with enough capital to con- 
solidate smaller practices. The lack of suc- 
cession planning along with a limited mar- 
ket could result in retiring advisers settling 
for a lower market price for their firms. 
Levey: ’'m 61. I'm pleased to tell you that 
the president of our investment company 
is 45 years old. We have three new partners 
who are in their mid-30s. 
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wave of consolidation because 
bigger firms are going to be the 
_ only ones able to buy out some 
of the retiring practitioners. 
@ For the first time, the AICPA 
is rolling out a new set of 
standards for personal finan- 
cial planners. This initiative will 





What we needed to do was provide a ca- 
reer path for them, including incentive 
compensation and ownership in the com- 
pany. You’ve got to plan, and as much as 
people are working longer, accountants also 
have to understand that they don’t want to 
stand in the way of other people. They have 
to [create] a culture [where] they’re willing 
to train and develop new leaders and give 
those people new responsibilities. 

Tillery: Our succession plan is to duplicate 
ourselves. This allows us to build more and 
more value into our firm, as well as train the 
firm’s next group of leaders. When my busi- 
ness partner and I decide to sell the firm, 
not only will we know the firm is in good 
hands, but the new owners will have value 
worth purchasing. 

Kess: I wanted to bring out something that 
I think is very important. Just sending 
someone to a meeting, like a financial plan- 
ning conference or a tax strategy confer- 
ence—people really can't learn enough. 
And I think the training for many people is 
really inadequate to be an outstanding fi- 
nancial planner. You just don’t come to a 
lecture on estate planning and now you're 
an estate planner. There’s a tremendous 
need to give more intensive training to per- 
sonnel to really be outstanding in different 
phases of this work. 

Keebler: It is a major-league challenge, train- 
ing young people, because most of us put to- 
gether this skill set over 20, 25 years. The 
only way to walk in relatively competent— 
a person would probably need their CPA and 
some type of additional finance training. 


There’s been a lot of talk about double in- 
heritors recently. These are often women 


codify common-sense practices 
in the profession. 


Chris Baysden is a JofA senior 
editor. To comment on this article 
or to suggest an idea for another 
article, contact him at cbaysden 
@aicpa.org or 919-402-4077. 
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who inherited money both from deceased 
parents and spouses. What are the best 
practices that you are seeing on reaching 
those clients and meeting their needs? 
Sprinkle: | think it gets back to listening and 
being able to communicate to your clients. 
I think CPAs are very analytical, and we’re 
very good with the numbers, but we're ter- 
rible at understanding the client’s true needs 
and what's really bothering them. | think 
where we fall short in a lot of instances is 
the listening skills, the soft skills, and the 
understanding skills, the counseling skills. 
That’s what keeps a client, and that’s what 
clients are really looking for, and your peo- 
ple skills are what really differentiate you 
from your competitors. 


The PFP Section is working on a new set 
of standards that will be rolled out soon. 


How will those standards impact person- 
al financial planners? 

Blackman: | think that the impact on CPAs 
in general is going to be very positive ... all 
these years—we've had a specialty desig- 
nation, and yet without standards—I be- 
lieve [financial planning] has been consid- 
ered something that CPAs do on a part-time 
basis. This is a watershed event for us, es- 
pecially those of us that are CPAs and have 
been practicing full time as financial plan- 
ners. The standards themselves ... they re- 
ally don’t require much more than what a 
reasonable, conscientious CPA planner 
would be doing in the first place. It’s es- 
sentially codifying common-sense practices. 
(For more detail on the standards, see 
“From The Tax Adviser: Proposed Statement 
on Standards in Personal Financial Plan- 
ning,” JofA, June 2013, page 82.) ~ 
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JofA articles 

w “Making a ‘Backdoor’ Roth IRA Contribu- 
tion” April 2013, page 72 

w “Tax Matters: Individual Health Care Man- 
date Rules Proposed,’ April 2013, page 74 
@ “Tax Cliff Averted” Feb. 2013, page 46 

g “A Wealth of Opportunity,’ April 2012, 
page 22 


Use journalofaccountancy.com to find past 
articles. In the search box, click “Open Ad- 
vanced Search” and then search by title. 


CPE self-study 

The 2013 Cumulative Tax Guide 
(#PTX1303D, online access) 

B Tax Planning After the Healthcare Surtax: 
Tools, Tips, and Tactics (#PTX1302M, on- 
line access) 


Conferences 
w Advanced Estate Planning Conference, 
July 15-17, Baltimore 
& Sophisticated Tax Planning for Your 

_ Wealthy Clients, Nov. 18-19, Boston 
g Implementing Personal Financial Planning 
Services: Step by Step Plans for Success, 
Jan. 18-19, Las Vegas 
Advanced PFP Conference, Jan. 20-22, 
Las Vegas 


Websites 
m@ CPA/PFS education program, to gain 
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Some? in foaled subject matter, 
aicpa.org/PFS — 

m Forefield Advisor, to find client- Siena 
materials to navigate health care reform, — 
aicpa.org/PFP ' 

m PCPS Health Care Reform Toolkit, 
tinyurl.com/oa63rk6 i 
& PFP Section Practice Center for practice 
support, aicpa.org/PFP/practicecenter 

m PFP Section toolkit to help practitioners 
work through the implications of the Ameri- 
can Taxpayer Relief Act and 3.8% Medicare 
surtax, aicpa.org/PFP/proactiveplanning 
m PCPS Succession Planning Resource 
Center, tinyurl.com/cx2nauz 


For more information or to make a purchase 
or register, go to cpa2biz.com or call the 
Institute at 888-777-7077. 


PFP Section and PFS credential 
Membership in the AICPA Personal Financial 
Planning (PFP) Section provides informa- 
tion, tools, advocacy, and guidance to CPAs 
who specialize in providing tax, retirement, 
estate, risk management, and investment ad- 
vice to individuals and their closely held enti- 
ties. For more information, visit the PFP web- 
site at aicpa.org/PFP. Members who want 
to demonstrate their expertise in this subject 
matter through testing, experience, and edu- 
cation may benefit from seeking the Personal 
Financial Specialist (PFS) credential. Infor- 
mation about the CPA/PFS credential is 
available at aicpa.org/PFS. 
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Best Practices 
and Examples 


Developed by subject matter 
experts, The Engagement 
Letter: Best Practices and 

Examples provides guidance on 
developing engagement letters 
in accordance with applicable 
AICPA Professional Standards. 
Offered in a convenient 
and efficient online format, 
subscribers to this practice 
aid can download the sample 
engagement letters for easy 
mark up and customization. 

With the added automation, 

practitioners will save hours of 

planning time and minimize the 

risk of overreliance on the prior 
year's engagement letter. 





cpa2biz.com 


888.777.7077 
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anaging Change, 
eople, 
ransparency 


An interview with 
former FASB chairman 
Robert Herz 


by Ken Tysiac 


Robert Herz, 
CPA, was FASB 
chairman from 
2002 through 
2010. Before join- 
ing FASB, he 
worked 28 years 
in public accounting with PwC and 
Coopers & Lybrand. His memoir, 
Accounting Changes: Chronicles of 
Convergence, Crisis, and Complexity in 
Financial Reporting, was published 
this spring. He also is co-author of 
The Value Reporting Revolution: Mov- 
ing Beyond the Earnings Game. 
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n a memoir published this 

spring, former FASB Chair- 

man Robert Herz, CPA, pro- 
vides an insider’s view of many of 
the important developments in ac- 
counting over the past 15 years. 
Accounting Changes: Chronicles of 
Convergence, Crisis, and Com- 
plexity in Financial Reporting 
describes Herz’s background 
and almost 40 years in the ac- 
counting profession, his expe- 
riences during the financial 
crisis and international con- 
vergence efforts, and his ideas 
for the future. In a recent inter- 
view with the JofA, he discussed 
his views on change management, 
leadership, convergence, and complexity, Here 
are excerpts from the interview: 













Your book describes a lot of the changes you and your col- 
leagues made at FASB. During your tenure, FASB became 

the one standard setter, and the Accounting Standards Cod- 
ification project was completed. You also made significant 
progress improving the outreach and transparency related > 


www.journalofaccountancy.com 
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to FASB’s operations. Do you have a few 
guiding principles that you believe drive 
successful change management? 

Herz: I would say it’s a collective effort. We 
had a number of successes, and we had 
some areas where we weren't as success- 
ful, and I'll take responsibility for some of 
those where I may have misjudged things. 
With the benefit of hindsight, and as I 
touch upon in the book, I might have done 
some of those differently. But I think, first 
of all, the environment around you mat- 
ters a lot. When I came to the FASB, it was 
on the heels of Enron, WorldCom, and a 


throughout the change 
process. It’s important to get buy-in both in- 
ternally within the organization, and very im- 
portantly, to be able to make the case exter- 
nally to those who will be affected by the 
change. There are always going to be some 
people who agree with a proposed change 
and some people who don't, but if you get 
enough of the stakeholders to agree that it 
seems to make sense, you're going to be 
much better off. 


management 


What, in your opinion, is the secret to 
managing people successfully? 


“You have to make the case for changes. What's the 
existing issue? W hy would the change you are 
suggesting make the world better?’—Robert Herz 


whole spotlight on the financial reporting 
system, including accounting standards, so 
there was a case for change. That present- 
ed a challenge, but I also thought it pre- 
sented a great opportunity. I had a lot of 
ideas, and talking through them with my 
colleagues at the FASB, we refined those 
ideas, added some new ones, and then 
from the ideas you develop some actions. 
It’s important, though, that you have to 
make the case for changes. What’s the ex- 
isting issue? Why would the change you 
are suggesting make the world better? 
Then, human beings, as we are, need time 
to absorb the change. So you need timelines. 
And you need good communication 


Herz: To me, leading and managing 
groups is about one L word and then lots 
of C words. The L word is “leadership.” 
You do have to have confidence in your- 
self as a leader to gain the confidence of 
those you deal with. And I find there are 
a lot of C words that help you do that. 
There’s “collegiality.” I've been fortunate 
to largely be able to work with—and I use 
the word frequently—colleagues. Great 
colleagues, people who work with you and 
try to help and pull toward the common 
mission. It’s about “communication,” and 
in that communication, it’s about being 
“candid” and being “clear.” And it’s two- 
way communication: “Here’s what I’m 
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thinking. What are you thinking? How can 
we make this better?” 

And I think it’s just generally about “com- 
mon sense” in the way you deal with peo- 
ple. You have to have some leadership, and 
you have to have a vision, but you can’t just 
operate in a command-and-control manner. 


Transparency, which you worked to im- » 
prove at FASB, is a big issue today. Every- 
body wants to be as open as possible, and 
yet there are some things people don't 
want to share, too. Do you have any ad- 
vice for leaders of businesses who strug- 
gle with how much to reveal and how 
much not to reveal? 

Herz: | believe they've got to regard fi- 
nancial reporting and their whole corpo- 
rate reporting as not just compliance, but 
really as an exercise in communication. 
And in that communication, you've got to 
convey to the audience what you think is 
important and what you think they need 
to know and understand. 

I always was a fan of Warren Buffett’s 
approach to his annual letter to share- 
holders. He said he writes as if he was a 
50-50 partner, and his other partner has 
been away abroad for the whole year, and 
he has come back, and, “I really need to 
tell him what went on this year and where 
we stand.” I really like that approach. 

Now in public reports, obviously there 
are some things that are confidential. There 
are trade secrets and the like. I still think 
you can communicate without specifical- 
ly getting into those areas. I also think the 


@ Former FASB Chairman 
Robert Herz has authored a 
new book, Accounting Changes: 
Chronicles of Convergence, Cri- 
sis, and Complexity in Financial 
Reporting. In this interview, Herz 
discusses his views on change 
management, leadership, conver- 
gence, and complexity. 

@ The environment around you 
matters a lot when you are 
making the case for change, 


according to Herz. Good ideas 
and communication, as well as 
buy-in internally and externally, 
help make change successful, he 
said. 

&@ Leading and managing 
groups requires confidence as 
well as some other important C 
words, Herz said. These include 
“collegiality” “communication” 
that is clear and candid, and 
“common sense’ 
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§@ Many people support the 
idea of common, high-quality 
financial reporting across the 
major world capital markets. In 
the United States, though, the 
SEC should provide more clarity 
as soon as possible with respect 
to whether, when, and how IFRS 
will be incorporated into report- 
ing by U.S. issuers, Herz said. 

® Regulators need to proceed 
with care to combat growing 


complexity, according to Herz. 
Regulators need to make sure 
they create rules that make © 
sense, are cost beneficial, and 
provide ample time for proper im- 
plementation, he said. 


Ken Tysiac is a JofA senior editor, 
To comment on this article or to 
suggest an idea for another article, 
contact him at ktysiac@aicpa.org 
or 919-402-2112. 
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framework for integrated reporting, 
which is like the enhanced business re- 
porting framework that the AICPA was a 
part of, is a good framework for thinking 
about how to communicate the financial 
information and put it in the context of the 
whole business and your strategy. What's 
your business model? How do you create 
value over time, and what are the risks and 
opportunities? All of those are important 
things to be able to communicate clearly. 


Convergence is a major theme of your 
book, and momentum for IFRS to be al- 
lowed or adopted for U.S. public compa- 
nies seems to be waning, at least at the 
moment. Is there something that you be- 
lieve can help generate more momentum 
for IFRS in the United States? 

Herz: | think first, many, not all, people 
seem to support the goal of having common, 
high-quality financial reporting across the 
major capital markets of the world. And I 


there are some concerns that from time to 
time the IASB (International Accounting 
Standards Board) may be influenced by 
some other parties whose goals might not 
be the same as ours in the U.S. 

While not dismissing these concerns, 
I continue to strongly support trying to get 
to the end goal of common, high-quality 
financial reporting across the global capi- 
tal markets. With regard to where the U.S. 
goes in terms of IFRS, the ball lies main- 
ly in the SEC’s court. They can get a lot of 
help from the FASB and the FAF (Finan- 
cial Accounting Foundation), but the de- 
cision on whether, when, and how to in- 
corporate IFRS into reporting by U‘S. 
issuers ultimately rests with the SEC. For 
a number of years, the SEC said—and peo- 
ple expected—that decision would be 
made in 2011. That didn’t happen, and it 
is not clear now when or even whether the 
SEC will come to a decision on this mat- 
ter. And so in light of this, I think it is un- 


“Tt’s up to the regulators ... to make sure ... that the 
new regulations they're proposing make sense, 
that they're cost beneficial ...’—Robert Herz 


think having a single set of standards or at 
least highly comparable standards is an im- 
portant part of getting to that end result. 

I also think people will acknowledge 
that IFRS has become widely used around 
the world, and accepted in many parts of 
the world as the international standard. I 
think as far as the U.S. goes, there are var- 
ious perceived issues. Our standards, while 
capable of improvement, are pretty good. 
And our reporting system is felt to be pret- 
ty good, maybe the best in the world. 

In the convergence effort, we've brought 
the standards closer together, but as I de- 
scribe in the book, there are still a lot of 
differences. Therefore, a wholesale, “Big 
Bang” change to IFRS could entail signif- 
icant costs by companies and other parties 
in the system. And then there’s the issue 
of sovereignty and politics, and the FASB 
being regarded as the U.S. standard setter 
and closer to its U.S. constituents. And 


derstandable that some people in the Unit- 
ed States have begun to lose interest in this 
subject. But as I discuss in the book, I be- 
lieve this is still a very important issue, 
both to the United States and around the 
world, and while | certainly understand 
the SEC has lots of other important pri- 
orities, I would continue to encourage 
them to provide more clarity on this sub- 
ject as soon as possible. 


Complexity is another theme of your 
book. Standards and regulation overload 
is a huge theme for businesses right now. 
You write in your book that in the wake 
of the financial crisis, just about all the 
parties have more issues to deal with than 
standards overload. But regulation seem- 
ingly is increasing at an exponential rate, 
and I’m wondering how we can avoid 
reaching a breaking point. 

Herz: | think very understandably people 
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are saying, “Gee, in terms of new ac- 
counting standards, you need to under- 
stand that there are a lot of other things we 
have to deal with right now.” Particularly 
for some industries, such as financial serv- 
ices, there are all the regulations emanat- 
ing from the Dodd-Frank Act and other 
acts. So the fact that they have to deal with 
those new regulations means that they may 
have less time and resources to be able to 
deal with new accounting standards. 

I think whether it’s accounting stan- 
dards or new regulations, again, it’s a mat- 
ter of whether or not there’s really a case 
or aneed for the change. What is going to 
be the benefit, the cost/benefit? 1 happen 
to think in terms of some of the regulations 
around the financial markets and the fi- 
nancial services industry, there was a need 
for some real changes in the wake of the 
financial crisis. But then it’s up to the reg- 
ulators through a very good process to 
make sure they get good input, make sure 
they consider that input, that the new reg- 
ulations they're proposing make sense, that 
they're cost beneficial, and that there is suf- 
ficient lead time for people to implement 
them in an orderly way. % 
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For U.S. CPAs, global mobility is largely de- 
_ termined by mutual recognition agreements 
_ (MRAs). MRAs are contracts between pro- 
_ fessional accounting organizations from 
countries that have signed the General 
_ Agreement on Trade in Services, a World 
Trade Organization treaty that took effect in 
1995. To better understand why global mo- 
bility is gaining in importance and what 


PROFESSIONAL ISSUES 


ithin the continental United States, CPAs are fairly mobile. 
No maiter in which state they are based, they are general- 
ly able to temporarily practice across state lines without ob- 
ining a reciprocal license if they have 150 hours of education, passed 
1e CPA exam, and have at least one year of experience. The only re- 
aining U.S. jurisdictions without an individual CPA mobility law are 
awaii, Guam, Puerto Rico, the Virgin Islands, and the Northern Mar- 
ana Islands. The rules for foreign countries are different, but U.S. CPAs 
interested in working abroad will find six nations open and hassle-free. 


MRAs can do for CPAs, the JofA talked to 
Jim Knafo, AICPA director—International 
Relations. From 1999 until 2012, Knafo 
helped negotiate existing U.S. MRAs as a 
volunteer member of the International 
Qualifications Appraisal Board (IQAB). The 
U.S. IQAB, whose members are appointed 
by the National Association of State Boards 
of Accountancy (NASBA) and the AICPA, 


MRA Requirements for U.S.CPAs 


by Amanda M, Grossman, CPA Ph.D.,and Holly R.Rudolph,CPA, DBA 


reviews accounting qualifications in other 
countries, negotiates MRAs with foreign 
professional accounting organizations, and 
makes reciprocity recommendations to the 
AICPA, NASBA, and state boards of ac- 
countancy. The following are excerpts from 
the conversation with Knafo: 


Why would U.S. CPAs explore licensure 
elsewhere? 

Knafo: Global mobility is important for two 
reasons. The first is that the world is becom- 
ing a much smaller place, and our clients, 
even small ones, are turning to international 
markets more and more. We need global mo- 
bility in much the same way that we need in- 
terstate mobility: to continue to serve and 
grow with our clients. Similarly, more com- 
panies want to do business in the U.S. What 
better way to break the ice with a potential 


new client than to start the conversation by % 


Beyond the borders of the United States, obtaining mobility has been eased by the establishment of mutual recognition 
agreements (MRAs) with professional accountancy bodies in six countries. This chart outlines the requirements for U.S. 


CPAs to work in these countries. 





Agreement Education Examination Experience 

Jurisdiction Participant Requirements Requirements Requirements 
Australia Instituteof | Sameas U.S. jurisdic- Same as Same as U.S. jurisdic- 

Chartered tion granting certifica- U.S. jurisdic- tion granting certifica- 

Accountants tion, plus corporations tion granting tion. 

in Australia law and taxation courses _ certification. 

(ICAA) taken at an Australian 

university. 

Canada Chartered §SameasU.S. jurisdic- Must pass Minimum of three 

Professional tion granting certification the Chartered years. 

Accountants in U.S. states following Accountants 

of Canada the Uniform Accountan- Reciprocity More information: 

(CPA Cana- cy Act. Examination www.catraining 

da) (CARE). office.ca 


More information: 


www.becomeacain 


canada.ca 


Cost Contact Information 

Tuition for ICAA 

corporations 33 Erskine St. 

law and taxa- Sydney, NSW 

tion courses, service@charteredaccountants. 

plus ICAA com.au 

membership. 61-2-9290-5660 (voice) 
61-2-9262-4841 (fax) 
charteredaccountants.com.au 

Exam fees CPA Canada 

differ 2/7 Wellington St. West 

among Toronto, ON M5U 3H2 

provinces. Canada 

Average 416-977-3222 (voice) 

exam fee: 416-977-8585 (fax) 

CAD$950 

($945). Plus 

CPA Canada 

membership. 


(Continued on next page) 
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PROFESSIONAL 


ISSUES 


Agreement Education Examination Experience 
Jurisdiction Participant Requirements Requirements Requirements 
Hong Hong Kong Baccalaureate degree or HKICPA apti- At least three years of 
Kong Institute of | baccalaureate and higher tude tests on relevant accounting 
Certified degree, including anag- HongKong _ experience recognized 
Public Ac- — gregate of at least 150 law and by the HKICPA; addi- 
countants semester hours substan- taxation. tional requirements 
(HKICPA) tially undertaken in the for Practising Certifi- 
United States. cate (to perform statu- 
tory audits in Hong 
Kong). 
Ireland Chartered § SameasU.S. jurisdic- Must pass Minimum of two years 
Accountants tion granting certifica- examination to gain practice rights. 
Ireland (CAI) tion. on taxation Additional experience 
and law for — is required for audit 
accountants. practice rights. 
Mexico _Instituto Same as U.S. jurisdic- Must pass Sameas U.S. 
Mexicano de_ tion granting certifica- the MEXQEX jurisdiction granting 
Contadores _ tion. (in Spanish). certification. 
Publicos 
(IMCP) 
New The New Same as U.S. jurisdic- Same as Same as U.S. jurisdic- 
Zealand Zealand tion granting certifica- U.S. jurisdic- tion granting certifica- 
Institute of — tion, plus taxation, tion granting tion. (Practice Certifi- 
Chartered § commercial, andcorpo- certification. cate experience 
Accountants rate law courses taken at waived for document- 
(NZICA) a New Zealand tertiary ed equivalent U.S. ex- 


education provider. 


perience). 





Cost Contact Information 

HK$1,000 HKICPA 

($130) per  37/F, Wu Chug House — 

aptitude test, 213 Queen’s Road East, 

plus HKICPA Wanchai, Hong Kong 

membership. hkicpa@hkicpa.org.hk 
852-2287-7228 (voice) 
852-2865-6603 (fax) 
hkicpa.org.hk/en 

€264 ($350) CAI 

forexams, Chartered Accountants House 

plus CAI Pearse Street 

membership. Dublin 2 
Co. Dublin, Ireland 
info@charteredaccountants.ie 
353-1-637-7200 (voice) 
www.charteredaccountants.ie 
IMCP 

About $360 Bosque de Tabachines 44 

in certifica- | Bosques de Las Lomas 

tion fees, Cuajimalpa de Morelos 

plus IMCP 11700 Mexico City, DF, 

membership. Mexico 
52-55-5267-6400 (voice) 
imep.org.mx 
NZICA 

NZ$550 Level 7, Tower Building, 50 

($478) for | Customhouse Quay, PO Box 

assessment 11342, Wellington 6142, 

of overseas New Zealand 

study, plus customer@nzica.com 

NZICA mem- 64-4-474-7840 (voice) 

bership. 64-4-473-6303 (fax) 
nzica.com 


Amanda M. Grossman (agrossman@murraystate.edu) is an associate professor of accounting, and Holly R. Rudolph 
(hrudolph@murraystate.edu) is a professor of accounting, both at Murray State University in Murray, Ky. 


Sources: Institute of Chartered Accountants in Australia; Chartered Professional Accountants of Canada; Hong Kong Institute of Certified Public Accountants; Chartered Accountants Ireland; 
Instituto Mexicano de Contadores Publicos; and The New Zealand Institute of Chartered Accountants. 


mentioning that you have an accounting des- 
ignation from their home country? Right 
away, that gives you an edge over the next ac- 
countant who is pursuing the client. 

The second reason is more personal. 
Global mobility gives you the opportunity 
to live and work abroad for a few years, 
broaden your professional expertise, and 
gain new perspectives without having to put 
your career progression on hold. 


What does an MRA do for a CPA, and 
which countries have MRAs with the 
United States? 

Knafo: The MRAs negotiated by the IQAB 
allow U.S. CPAs to access licensure in for- 
eign countries through an accelerated 
route. An MRA is essentially a shortcut. It 
allows professionals who have already 
been tested and certified in their home 
country to move to another country with- 


out having to start over. They don’t have 
to meet additional education require- 
ments or take other countries’ equivalent 
of the U.S. Uniform CPA Exam. The MRA 
allows professionals to have their existing 
credential, and all that went into earning 
it, recognized. Generally, the sole re- 
quirement to obtain the foreign license is 
to pass a short exam on local laws, tax, 
and regulations. 
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The National Association of State 
Boards of Accountancy and the AICPA 
currently have MRAs with professional 


ucation, local experience, or one or more 
examinations. Some countries even re- 
quire residency or citizenship. To find out 


“We need global mobility in much the same way 
that we need interstate mobility: to continue to 
serve and grow with our clients’ —Jim Knafo 


accounting organizations, or PAOs, in 
Canada, Mexico, Australia, New Zealand, 
Ireland, and Hong Kong (see sidebar, 
“MRA Requirements for U.S. CPAs”). With 
an MRA, individual U.S. CPAs do not have 
to be evaluated on a case-by-case basis, 
because, in essence, the U.S. CPA certifi- 
cation process has already been pre- 
screened by the foreign PAO. 


What options do U.S. CPAs have in coun- 
tries that do not have MRAs with the 
United States? 

Knafo: In some non-MRA countries, a U.S. 
CPA seeking licensure may get lucky, be- 
cause due to the outstanding reputation of 
the U.S. CPA certification and the AICPA 
around the world, some foreign PAOs may 
recognize and give credit for the CPAs U.S. 
education and/or experience. 

But usually U.S. CPAs will have to 
meet the same qualification requirements 
as local candidates without the MRA 
shortcut. This may mean additional ed- 


more, I suggest that U.S. CPAs interest- 
ed in working in anon-MRA country visit 
the website of and contact the country’s 
PAO. 


Do U.S. CPAs who are licensed elsewhere 
have a competitive advantage? 

Knafo: Think of this question from the op- 
posite perspective. If a foreign accountant 
came to the U.S., would she have an ad- 
vantage if she became a U.S. CPA? Of 
course. Without a U.S. CPA would she be 
able to practice in the U.S.? Would her 
chances of getting a job improve if she ob- 
tained her U.S. CPA? 

The same rationale holds true for a U.S. 
CPA who moves abroad, wants to attract 
foreign clients, or wants to retain clients 
who are expanding internationally. 


Sabine Vollmer is a JofA senior editor. To 
comment on this article or to suggest an idea 
for another article, contact her at svollmer@ 
aicpa.org or 919-402-2304. 
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Use journalofaccountancy.com to find 
past articles. In the search box, click “Open 
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Publication 
gw U.S. Taxation of International Operations: 
Key Knowledge (#091102, paperback; and 


#091103PDF, on-demand online access) 


CPE self-study 

@ International Taxation: To and From the 
United States (#731898) 
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Conference 
@ Doing Business in Brazil, July 18-19, 
Orlando 


For more information or to make a purchase 
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stitute at 888-777-7077. 
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PRACTICE MANAGEMENT 


owerful forces are transforming the accounting profession in the 

United States. The Baby Boomers are heading into their retire- 

ment years. Baby Boomer CPAs are in charge of most U.S. ac- 
counting firms. And most U.S. accounting firms don’t have a signed 
succession or practice-continuation plan in place. 


These realities are rewriting the rules for 
U.S. accounting firms and CPA firm own- 
ers. Gone are the halcyon days of whip- 
ping together a succession strategy, tran- 
sitioning the clients to the next generation 
of CPAs, and riding off into a retirement 
funded by the new partners at the firm. 
Firms today must contend with un- 
precedented financial, cultural, and mar- 
ketplace changes. 

To help CPAs deal with these changes, 
the JofA is presenting a succession series 
designed to help accountants navigate the 
new landscape of succession and merg- 
ers. This installment examines the im- 
portance of understanding the mergers- 
and-acquisitions (M&A) market when 
preparing a succession plan. 


THE M&A FACTOR 


MGA has emerged as a dominant trend 
among U.S. accounting firms. Dozens of 
major mergers have been announced over 
the past three years, and scores more have 
taken place under the radar. How preva- 
lent is the merger mania? Nearly half of 
all U.S. accounting firms either were in 
merger talks or expected to be within two 
years, according to the 2012 PCPS Suc- 
cession Survey. 

Demographics and other succession 


issues are the main factors fueling the 
consolidation craze. The gap between the 
number of firms dealing with partner re- 
tirements and the number of firms with 
successors, or even succession plans, in 
place has created a need to find alterna- 
tive ways to continue the practice and 
fund partner retirements. Increasingly, 


because many midsize firms can absorb 
small firms with little to no incremental 
increases in overhead, especially if the 
selling firm isn’t locked into long-term, 
expensive leases. That makes an acquisi- 
tion a cost-effective means of growth. 
Buying firms, thus, are willing to pay 
higher prices to acquire smaller opera- 
tions because it’s still cheaper and easier 
than growing by adding one client at a 
time or adding a service niche to create 
cross-selling opportunities and attract 
new clients. 

In contrast, small firms in remote areas 
remain stuck, and are likely always to be 


Firms with excellent niches, strong young talent, 
or a strong and growing client base can separate them- 
selves from the competition, driving up their value. 


firms are looking to the merger markets 
for an exit. This trend is affecting the bal- 
ance between a “buyer's market” and a 
“seller's market” and having an impact on 
firm valuations as well. 

Despite all the turmoil, a firm’s size 
and location continue to be the main fac- 
tors in determining its appeal, and value, 
to potential buyers. For instance, small 
firms in densely populated areas are op- 
erating in a seller’s market. A plethora of 
firms with the capacity to buy smaller 
competitors gives selling firms a number 
of options when seeking a suitor. 

The market also favors the selling firm 


EXECUTIVE SUMMARY 


stuck, in a buyer’s market. The limited 
supply of potential buyers means that it’s 
difficult for a selling firm to find a suit- 
or. In some areas, accounting firms don’t 
feel pressure to acquire a retiring com- 
petitor’s clients because most of those 
clients “have no one else to go to anyway.” 

Where the most significant change in 
the buyer-seller balance has occurred is 
among small-to-midsize regional firms. 
Consider the following: In a large metro 
area such as Boston, there are dozens of 
firms generating between $3 million and 
$8 million in annual revenue and a hand- 


ful of larger regional firms—those with 


@ Mergers and acquisitions 
(M&As) are becoming increas- 
ingly popular as an exit strategy 
for retiring CPA firm partners. 
New demographic and economic 


realities are making it more difficult 
for firms to complete internal suc- 
cession, leaving a sale to an out- 
side firm as the best option. 

@ Increased M&A activity - 
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among accounting firms is af- 
fecting, in some areas, the bal- 
ance between a “seller’s mar- 
ket” and a “buyer’s market” The 
biggest change is being seen 
among small-to-midsize regional 
firms. 

& The rising number of CPA 
firms up for sale is exerting 
downward pricing pressure on 


firm values. This means that time 
is of the essence for CPAs to fig- 
ure out how they are going to pay 
for their retirement and whether 
an external sale will be necessary. 
@ Buyers are requiring longer 
partner-retention periods in ac- 
counting firm acquisitions and 
are putting down less money up- 
front. 
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$20 million or more in annual revenue. 
The smaller firms represent good acqui- 
sition targets for the bigger firms, for the 
reasons already discussed, but until re- 
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in the near future) that they don’t have 
the cash flow or young talent to execute 
an internal succession plan. The firms 
then have little choice but to seek an exit 


A firm's size and location continue to be the 
main factors in determining its appeal, and 
value, to potential buyers. 


cently relatively few of the smaller firms 
have come on the market because their 
business has been solid and they’ve exe- 
cuted internal succession to pay for part- 
ner retirements. That pattern, however, is 
changing. 


DOWNWARD PRESSURE AND 
OTHER TRENDS 

An increasing number of smaller region- 
al firms are discovering (or will discover 


via merger or acquisition. This trend is 
producing a larger supply of smaller re- 
gional firms, shifting the power in the 
marketplace to the buyers and creating 
downward pressure on firm valuations. 

The authors have already seen values 
of firms drop over the past few years for 
both internal valuations (partners buying 
out partners) and external sales. Also, 
buying firms are putting less money 
down on acquisitions and are placing a 
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stronger emphasis on retention periods 
for partners with the smaller firms, which 
tend to have partner-loyal client bases. All 
of these trends will continue, with some 
exceptions. Firms with excellent niches, 
strong young talent, or a strong and grow- 
ing client base can separate themselves 
from the competition, driving up their 
value. : 
What does this all mean for firms that 
have yet to complete their succession plan? 
When should a firm have a plan in place? 
Those questions will be addressed in next 


month’s installment of this series. % 


The Succession 
Situation 


Succession is a major issue not 
being dealt with on an adequate 
level within the CPA profession. 
Consider the following findings 
from the 2012 PCPS Succession Sur- 
vey, a joint project of the AICPA 
Private Companies Practice Sec- 
tion (PCPS) and Succession Insti- 
tute LLC: 

& Nearly 80% of the CPA firm 
owners surveyed expected 
succession to become a 
major issue for their firms in 
the next 10 years. 

Fewer than half of all multi- 
owner accounting firms had 
a written and signed succes- 
sion plan. The percentages 
dropped dramatically for 
smaller firms: 33% for firms 
with eight to 15 profession- 
als, 25% for firms with three 
to seven professionals, and 
14% for firms with one or 
two professionals. 

Only 6% of sole proprietor- 
ships had practice continua- 
tion agreements (PCAs), the 
first step in succession plan- 
ning. 

For more, see the JofA article 
“Succession Planning: The Chal- 
lenge of What’s Next” (Jan. 2013, 
page 44). 
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ith tax reform in the 

news, it is helpful to 

understand the origins 

of some popular and long-lived tax incentives, 

such as the favorable tax treatment of people over 

65 and tax incentives that encourage people to save. As 

the economy takes fitful steps to recover, insight into the effi- 

cacy of property tax incentives offered by states and municipali- 

ties to attract businesses to their jurisdictions is also timely. A final 

study examines the relationship between a tax director's com- 

pensation structure and the level of tax planning handled in that 

position. This article examines recent research on these topics in 
prominent accounting and tax research journals. 
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dividuals ended up where they are today. 

Authors Karen Conway and Jonathan 
Rork analyze two main income tax breaks: 
(1) tax exemptions, deductions, or cred- 
its based on a taxpayer’s age and (2) ex- 
emptions or exclusions for pension and re- 
tirement income. Results of the study 
reveal that these two categories of tax 
breaks began in very different ways and 
that, interestingly, neither occurred as a 
result of political pressure or election 
strategy. 

In 1948, Congress began providing 
age-related exemptions for individuals 65 
or over, arguing that seniors who expe- 
rienced low income were also unable to 
find work to help with the increasing cost 
of living. In an effort to gain President 
Harry Truman’s approval for the age-re- 
lated exemption, the general personal ex- 
emption and the exemption for the blind, 
both of which existed at the time of the 
proposal, were increased as well. The op- 
posing minority view held that the high 
cost of living equally affected younger, 
low-income individuals and that tax 
breaks for people over 65 would be in- 
equitable. However, the increase in the 
general exemption from $500 to $600 
was popular among voters and paved the 
way for the passage of the law. As an ad- 
ditional incentive for passage, those in 
favor of the $600 old-age exemption ar- 
gued that failure to increase Social Secu- 
rity benefits to meet post-World War II 
cost-of-living increases created a hardship 
for the elderly. 

Passage of the federal age-based ex- 
emption caused a ripple effect in states’ 
tax laws, with Vermont becoming the first 
state to offer the exemption. By 1980, 
more than 90% of the states had some 
type of tax break based on advanced tax- 
payer age. 

The taxability of retirement income was 
an issue addressed separately from the age- 
based exemption. When Social Security 
was enacted in 1935, federal law did not 
address its taxability, but by 1941, the fed- 
eral government officially acknowledged 
the exclusion of Social Security benefits 
from taxable income in an office ruling. 


July 2013 Journal of Accountancy 57 


ye 


This ruling, from the Bureau of Internal 
Revenue (the IRS’s predecessor), appears 
to have “accidentally” created the exclusion 
of Social Security benefits. As the federal 
tax break became official, many states fol- 
lowed, but not without concern about the 
loss of revenue. 

While the federal government has al- 
ways taxed non-Social Security retirement 
income, the states chose a different path. 
The first state tax break for pension income 
occurred, once again, in Vermont in 1931, 
and, once again, appeared to have oc- 
curred by oversight. However, the Ver- 
mont pension exemption was short-lived 
and was soon replaced by an old-age ex- 
emption in 1947. 

A few states followed, mostly by failing 
to include non-Social Security pension in- 
come in their tax base when laws were 
originally written. By the early 1970s, pen- 
sion exclusions from state taxable income 
became more widespread. These tax 
breaks appear to have been a response to 
Social Security amendments signed by 
President Richard Nixon in 1972, which 
transferred most of the responsibility for 
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breaks because the elderly did not use 
public services. 

Research reveals that at higher income 
levels, the elderly typically pay almost 50% 
less in state income taxes than other tax- 
payers. As the population continues to age, 
that disparity will have a growing effect on 
state budgets. Knowing how these tax laws 
originated provides useful information as 
the debate continues about the effective- 
ness and efficiency of these exemptions 
and other tax breaks. This research, fund- 
ed by the National Institutes of Health, fills 
the gaps in understanding the evolution of 
senior income tax breaks. 


How TAX CHANGES AFFECT 
TAX-PREFERRED SAVINGS 
Do taxpayers respond to changes in tax 
laws that affect retirement plans by par- 
ticipating more frequently or increasing 
the size of contributions to their tax-pre- 
ferred savings accounts? No doubt tax 
policies play a large role in the volume of 
contributions to these retirement plans, 
but to what extent? 

Assets in defined contribution plans 


A study suggests that changes in tax policy 

have a limited effect on retirement account 

savings, laxpayers open accounts but don't 
tend to increase contributions. 


elderly health care and retirement needs to 
the federal government from the states. 
Not needing to spend revenue on the eld- 
erly made the older population more at- 
tractive to the states, which enacted tax 
breaks to entice them to move. 

As more states exempted pension in- 
come, competition between states ap- 
peared to be a strong factor in the in- 
creasing number of states adopting the 
exemption. Neither the size of each state’s 
population nor the size of its elderly pop- 
ulation appeared to have an effect on 
whether a state adopted the exemption. In- 
stead, the states appeared to be overtly as 
well as covertly competing for the elderly 
to live in their states, justifying the tax 


(e.g., 401(k)s) in the late 2000s totaled al- 
most $8.5 trillion, more than three times 
larger than the amount held in defined 
benefit plans (e.g., employer-funded pen- 
sion plans). This study, “The Effect of Re- 
cent Tax Changes on Tax-Preferred Saving 
Behavior,” (National Tax Journal, June 
2012) examines the changes that occur to 
defined contribution plans—in participa- 
tion rates as well as contribution size— 
when tax policies change. The research ad- 
ditionally measures the reduction in tax 
revenue from increased taxpayer contri- 
butions. Those findings help determine 
the effectiveness of changes in tax law on 
increasing retirement savings as well as the 
effect on tax revenue. 





For this research, authors Bradley Heim 
and Ithai Lurie examined data from the 
IRS’s Statistics of Income (SOI) Program 
for the years 1999-2005. The SOI pro- 
gram provides taxpayer data obtained from 
information reports and tax returns. The 
data include items such as contributions 
to IRAs and 401(k)s and taxpayer income 
and adjusted gross income (AGI). 

The authors analyzed data from more 
than 190,000 tax returns to determine tax- 
payers’ responses to changes in the after- 
tax cost of contributing to a tax-preferred 
plan. More than 92,000 contributions 
were in the returns analyzed. 

During the period studied, two major 
changes in tax policy affected tax-preferred 
savings accounts. The Economic Growth 
and Tax Relief Reconciliation Act of 2001 
(EGTRRA), PL. 107-16, created the saver’s 
credit, a nonrefundable credit for retire- 
ment account contributions. EGTRRA also 
increased the earned income tax credit for 
those making pretax contributions to their 
employer-based retirement plans. The Jobs 
and Growth Tax Relief Reconciliation Act 
of 2003 JGTRRA), PL. 108-27, reduced 
marginal tax rates, making tax-preferred 
savings plans less attractive than during 
periods with higher marginal tax rates, but 
alternatively providing taxpayers with 
higher after-tax income. Prior research has 
shown that higher after-tax income results 
in greater savings overall, which would po- 
tentially make a tax-preferred savings ac- 
count more attractive. Tax law changes be- 
fore EGTRRA and JGTRRA also affected the 
period examined. 

The authors’ analysis reveals that these 
changes had a statistically significant effect 
on the number of taxpayers contributing 
to tax-preferred retirement accounts. 
More people contributed to retirement ac- 
counts, with lower-income taxpayers (in- 
come less than $50,000) more likely to 
begin contributing than higher-income tax- 
payers (income greater than $100,000). 
This effect appears to have been caused by 
a reduction in marginal tax rates (which 
increases after-tax income) and a decrease 
in the cost of contributing (due to the 
reduction in tax as a result of making 
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contributions). The dollar amount of these 
contributions, however, did not increase. 

The authors suggest that changes in tax 
policy may motivate a taxpayer to open a 
retirement account, but once the account 
is opened with the minimum amount re- 
quired for employer matching funds, the 
taxpayer does not tend to increase the con- 
tribution. Given the less-than-significant 
impact on savings revealed in the study, 
policymakers should reconsider using tax 
incentives to influence taxpayers’ savings 
behavior. 


PROPERTY TAX INCENTIVES: 
PROBLEMS AND SUGGESTED 
REFORMS 

State and local governments spend $5 bil- 
lion to $10 billion a year on property tax 
incentives to entice businesses to locate in 
their jurisdictions and to promote eco- 
nomic development. Although incentives 
can take different forms, common ones in- 
clude property tax abatement programs, 
tax increment financing, enterprise 
zones, and incentives granted to specific 
companies. But how well do these incen- 
tives work? What are the problems? What 
can be done to improve their effective- 
ness? In their article, “Property Tax In- 
centive Pitfalls,” published in the De- 
cember 2012 issue of the National Tax 
Journal, authors Daphne Kenyon, Adam 
Langley, and Bethany Paquin use case 
studies on property tax incentives to high- 
light the incentives’ problems and to sug- 
gest reforms. 

The authors found that the biggest 
problem is providing property tax incen- 
tives to a company that would have located 
in the jurisdiction anyway, which means 
the government has reduced its tax rev- 
enues for no reason. The authors argue 
that property tax incentives are more like- 
ly to affect a company’s location decision 
if property taxes are a significant compo- 
nent of a company’s total costs and if the 
company serves a national or internation- 
al market. The larger the company’s mar- 
ket, the less likely the company is tied to 
a specific geographic area. Governments 
can make more effective use of property 
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tax incentives if they focus them on com- 
panies that meet this description. 

Another common error in property tax 
incentives occurs when the costs of the in- 
centive exceed the benefits to the juris- 
diction. Although attracting a company 
may result in desirable outcomes such as 
increased employment and population 
growth, how much will public service 
costs increase? Will the government be re- 
quired to expand or improve the existing 
infrastructure, and at what cost? And while 
the new business may enhance the city’s 
character and property values, are there 
significant environmental or congestion 
costs as well? 

Assuming a property tax incentive cre- 
ates new jobs, what proportion of the jobs 
will go to current residents versus com- 
muters or new residents, and how much 
will the jobs pay? Attracting minimum 
wage jobs is less likely to provide a net 
benefit to the community. The government 
must also consider what effect the new 
business will have on existing businesses. 
Will the new company purchase goods 
and services from current businesses, or 
will it take customers away from them? 
Policymakers must undertake this type of 
comprehensive analysis to determine 
whether granting the incentive makes 
good sense for the community as a whole. 

Rather than providing a tax reduction 
for a specific business, governments can 
also lower property tax rates and make 
their communities more attractive to busi- 
nesses in general. The authors review stud- 
ies on tax reductions that suggest that 
property tax differences within a metro- 
politan area do have a significant effect on 
where businesses choose to locate, with a 
1% reduction in a jurisdiction’s property 
taxes leading to a 1.59% to 1.95% increase 
in economic activity. 

Evidence suggests that the economic 
benefits are temporary because neighbor- 
ing jurisdictions often respond by lower- 
ing their tax rates, so in the end all juris- 
dictions have lower tax rates and no one 
gains a competitive advantage. For incen- 
tives to be effective, state and local poli- 
cymakers must ensure that tax incentives 





are designed with a specific purpose (e.g., 
to attract a certain business or to aid an 
economically disadvantaged area). 

The authors discuss how evaluating the 
effectiveness of property tax incentives is 
difficult because state and local govern- 
ments provide little information about 
them, and when they do, little of the in- 
formation is specific, such as which com-" 
panies benefit and by how much. Evidence 
is rarely available on the actual response 
to the incentive, such as changes in em- 
ployment or economic activity. Making 
government officials more accountable can 
help increase the effective use of property 
tax incentives. States such as Oregon and 
Minnesota have taken steps toward in- 
creasing transparency and evaluation. 

The authors call on state and local gov- 
ernments to increase the information avail- 
able on tax incentive programs, and to pro- 
vide systematic and independent reviews 
of their effectiveness. Although there is 
ample evidence of the problems with 
property tax incentives, the authors remain 
optimistic about improving their use. 


TAX DIRECTORS’ INCENTIVES 
FOR TAX PLANNING 

Company tax directors are normally most 
directly responsible for advising manage- 
ment on how to structure transactions to 
reduce tax costs, as well as for making their 
companies’ tax planning and tax strategy 
decisions. Their responsibilities range from 
lowering the company’s cash tax burden 
to reducing the income tax expense re- 
ported on financial statements. Despite tax 
directors’ importance, little is known about 
how tax directors are compensated be- 
cause their compensation is generally not 
publicly available. Are tax directors’ com- 
pensation packages structured so that they 
have incentives to make advantageous tax 
planning decisions? 

In their paper, “Incentives for Tax Plan- 
ning” in the Journal of Accounting and Eco- 
nomics (February—April 2012), authors 
Chris Armstrong, Jennifer Blouin, and 
David Larcker examine the annual com- 
pensation for tax directors employed by 
423 companies from 2002 through 2006. 
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Their study examines proprietary data pro- 
vided to them by a large human resources 
consulting firm that administers an annu- 
al survey and collects detailed compensa- 
tion information for several executive po- 
sitions, including tax directors. The data 
include the annual salary, bonus, restrict- 
ed stock and option grants, and long-term 
incentive plans for each tax director. The 
authors’ sample consists of very large com- 
panies, with a median market value of 
$9.2 billion and median taxable income of 
approximately $460 million. These com- 
panies therefore have significant tax lia- 
bilities, making them more likely to hire 
tax directors to pursue tax planning op- 
portunities. 

The tax directors in the sample are high- 
ly paid, with mean and median total com- 
pensation of $788,000 and $559,000, re- 
spectively. On average, tax directors’ 
compensation consists of 41% fixed com- 
ponents such as salary, 45% equity com- 
ponents (e.g., stock options), and 14% 
bonus, meaning that, on average, 59% of 
the tax directors’ compensation is per- 
formance-based. This suggests that tax di- 
rectors’ responsibilities extend beyond tax 
compliance to tax planning and strategy. 

The authors use several types of statis- 
tical analyses to examine the relation be- 
tween tax directors’ incentive compensa- 
tion and the level of a company’s tax 
planning, using information contained in 
a company’s financial statements. They 
choose to focus on two tax rate measures: 
the company’s book tax rate (or effective 
tax rate) and the company’s cash tax rate 
(the amount of cash a company pays for 
taxes during the year, divided by net in- 
come before taxes). 

The authors find that tax director’s 
compensation increases as the company’s 
book tax rate decreases, suggesting that tax 
directors are provided with incentives to 
reduce the tax expense reported in a com- 
pany’s financial statements. In contrast, the 
authors find no evidence that tax director's 
incentive compensation varies with the 
company’s cash tax rate. 

Overall, the results suggest that tax di- 
rectors have incentives to reduce the tax 
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expense reported in the financial state- 
ments, but do not have incentives to affect 
the other measures of tax planning. This 
suggests that a company’s book tax rate is 
a clearer signal of a tax director’s efforts and 
results, making it a more desirable variable 
to include in a tax director’s compensation 
contract. ~ 
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Long Anticipated Release Announced for New 
Accounting Valuation Guide 


This new Guide has been developed by AICPA staff and the Equity Securities 
Task Force and is the first in a series of 3 NEW AICPA Accounting Valuation 
Guides to be released. This long anticipated release reflects best practices 
developed over the previous decade. 


Since the issuance of FASB ASC 718 and 505-50 in 2004, valuing stock- 
based compensation (“cheap stock”) has been a significant challenge for 
private companies. This New Guide has been designed to mitigate those 
challenges. It brings you practical guidance and illustrations related to 
accounting, disclosures and valuation of privately held company equity 
securities issued as compensation. 


ACCOUNTING & VALUATION GUIDE 
onan suse 


Valuation of Privately- 
Held-Company Equity 
Securities Issued as 
Compensation 


This guide includes: 





» Evaluating private and secondary market transactions — What should 
companies do when transaction activity doesn’t match their estimates 
of value? 


- Adjustments for control and marketability — How should companies think about the value of the 
enterprise for the purpose of valuing minority securities? When is it appropriate to apply a discount 
for lack of marketability, and how should the estimated discount be supported? 


» Highly leveraged entities — How should companies incorporate the fair value of debt in the valuation 
of equity securities? What is the impact of leverage on the expected volatility of various securities? 


» The relevance of ASC 820 (SFAS 157) to cheap stock issues 


- Updated guidance and illustrations regarding the valuation of, and disclosures related to, privately 
held company equity securities issued as compensation 


This Guide also provides expanded and more robust valuation material to reflect advances in the theory 
and practice of valuation since 2004. 


This edition includes guidance from FASB ASC 718, 505-50, 820-10 and SSVS 1 which were all issued 
since the last AICPA guidance dedicated to this issue. 


Paperback (AAGSTK13P) Regular: $90.00 / AICPA Member: $72.00 
eBook (AAGSTK13E) Regular: $81.25 / AICPA Member: $65.00 
Online Subscription (AAGSTKO) Regular: $90.00 / AICPA Member: $72.00 


cpa2biz.com | 888.777.7077 





NEW RESOURCES 


Property and Liability Insurance Entities — 
Audit and Accounting Guide 


This new 2013 edition is the first comprehensive revision since 


1990. It provides expert assistance on new standards, guidance, 


and practices, and delivers “how-to” advice for handling audit 
and accounting issues common to the insurance industry. It also 
addresses areas identified by AICPA members as their biggest 
trouble spots. 


This guide has been fuliy updated for changes resulting from 
the Clarity Project. Illustrations include the auditor's report on 
general use financial statements of an insurance enterprise 
prepared in accordance with SAP. as well as an example 
auditor's report under PCAOB standards. 


2013 Paperback (AAGPLI13P) 
Regular: $82.50 
AICPA Member: $66.00 


eBook (AAGPLI13E) 
Regular: $73.75 
AICPA Member: $59.00 


Online Bundle (WPL-XX) 
Regular: $98.75 
AICPA Member: $79.00 


NEW! Not for Profit Entities — 

Audit and Accounting Guide 
Paperback, #AAGNFP13P 

Regular: $98.75 / AICPA Member: $79.00 
eBook, #AAGNFP13E 

Regular: $88.75 / AICPA Member: $71.00 
Online Bundle, #WNP-XX 

Regular: $106.25 / AICPA Member: $85.00 


NEW! Employee Benefit Plans — 
Audit and Accounting Guide 
Paperback, #AAGEBP13P 

Regular: $98.75 / AICPA Member: $79.00 
eBook, #AAGEBP13E 

Regular: $88.75 / AICPA Member: $71.00 
Online Bundle, #WEB-XX 

Regular: $106.25 / AICPA Member: $85.00 


Accounting and Auditing Workshop: 
Latest Developments 

No. 736189 

Regular: $231.25 / AICPA Member: $185.00 
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Forensic Accounting Educational Certificate Program 


The Forensic Accounting Educational Certificate Program will 
provide participants with a solid understanding of financial . 
forensics. Covering the AICPA’ entire Body of Knowledge in 
this topic area, this online CPE self-study program consists 
of 20 required courses that utilize interactive scenario-based 
elements, such as audio and video animation, to guide you 
through the concepts. 


Upon successful completion of all courses in the curriculum, 
participants will earn a Certificate of Educational Achievement. 


NASBA Field of Study: Accounting 
Level: Basic 

Preliminary CPE Credit: 20 

Format: On-Demand 

# 159950 

Regular: $2250.00 

AICPA Member: $1800.00 


For more information, visit cpa2biz.com/Forensic 







NEW! Employee Benefit Plan Industry 
Developments — Audit Risk Alert 
Paperback, #ARAEBP13P 

Regular: $43.75 

AICPA Member: $35.00 

eBook, #ARAEBP13E 

Regular: $40.00 

AICPA Member: $32.00 

Online Bundle (includes EBP AAG), #WEB-XX 
Regular: $106.25 

AICPA Member: $85.00 


Audits of 403(b) Plans: 

A Challenging New Audit Area 

No. 745763 

Regular: $218.75 / AICPA Member: $175.00 


Right the First Time: Case Study in 
Not-for-Profit Accounting and Auditing 
No. 745213 

Regular: $206.25 / AICPA Member: $165.00 
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Requesting a First-Time 
Abatement Penalty Waiver 





The IRS's first-time abatement (FTA) penalty 
waiver, although introduced 12 years ago, remains 
little known and often unrequested by qualifying 
taxpayers. It allows a first-time noncompliant tax- 
payer to request abatement of certain penalties for 
a single tax period. 


Individual taxpayers may request an FTA of a failure-to-file or 
failure-to-pay penalty. Business taxpayers can request an FTA of 
those penalties or of a penalty for failure to deposit payroll 
taxes. Taxpayers may also qualify for a penalty waiver or 
abatement under other provisions, including for reasonable 
cause, as well as under statutory provisions such as the Sec. 
7508 exception for taxpayers in the armed services serving in a 
combat zone, and under other administrative waiver 
provisions. 

To qualify, the taxpayer must demonstrate filing and 
payment compliance and a three-year clean penalty history. To 
meet the filing compliance requirement, the taxpayer must 
have filed, or filed a valid extension for, all currently required 
returns and not have an outstanding request from the IRS for 
an unfiled return. To meet the payment compliance requirement, 
the client must also have paid, or arranged to pay, any tax due. 
The client can have an open installment agreement, as long as 
payments are current. 

To satisfy the clean penalty history requirement, the client 
cannot have had penalties of a “significant” amount assessed in 
the prior three years on the same tax return for which the 
client is requesting abatement. If the IRS rejects the request 
because of a small penalty assessment, tax practitioners should 
remind the IRS of the “significant” qualification in the IRM. 

The client will not be disqualified from receiving an FTA 
based on lack of a clean penalty history if the client: 

m@ Had a penalty assessed more than three tax years prior to 

the tax return in question. 

m Had an estimated tax penalty assessed in the past three 

years. 

m@ Received reasonable-cause relief from penalties in the past. 

@ Received an FTA more than three tax years prior to the 


tax return in question. 

m Has penalties on subsequent tax years. 

A practitioner may request an FTA by telephone (866-860- 
4259), through e-services (tinyurl.com/a7ao7u5), or in 
writing. For a phone or electronic request, if the client’s case 
does not involve a compliance function, practitioners may call 
the IRS Practitioner Priority Service (PPS) line or use the IRS 
e-services Electronic Account Resolution (EAR) function. IRS 
Accounts Management representatives have authority to grant 
FTAs. There is an unpublished ceiling on the penalty amount 
that the IRS will abate under FTA by phone or e-services. The 
IRS will not confirm the ceiling, but this author's experience 
indicates it may be $1,000 or more. 

When requesting an FTA in writing, provide other penalty 
relief arguments, including reasonable cause, to increase the 
client’s chances of success. The request should be sent to the 
IRS service center where the client files paper returns. 

If the client has reasonable-cause grounds for an abatement, 
present that argument first and request the abatement on those 
grounds. The client may need to use the FTA waiver for a 
subsequent year, and abatement due to reasonable cause will 
not disqualify the client from receiving an FTA. 

If the client technically does not qualify for an FTA because 
of only one penalty assessed in the past three years but is 
otherwise compliant, present this history in conjunction with 
other arguments to the IRS for penalty abatement. If the client 
has multiple years of penalties, request an FTA for the first year 
if the prior three years have a clean compliance history. Present 
other arguments, such as reasonable cause, for subsequent 
years. 

Practitioners should be aware that the IRS uses decision- 
support software called the Reasonable Cause Assistant (RCA) 
that has been found to often incorrectly determine FTA eligibility. 
IRS employees can, however, override the RCA. Be prepared by 
researching the client’s clean compliance history and applying 
the qualification rules. If the client qualifies but the IRS rep- 
resentative says the client does not, ask the representative to 
override the RCA determination. If the representative will not 
override it, ask for his or her manager. If all other means have 
been exhausted, consider contacting the Taxpayer Advocate 
Service (TAS) for help. eo 

Editor’s note: This article is condensed and adapted from 
“Using the First-Time Penalty Abatement Waiver” in the July 
2013 issue of The Tax Adviser. 





By Jim Buttonow, CPA/CITP Gbuttonow@beyond415.com), vice 
president of product development for Beyond415 in Greensboro, 
N.C., and a former IRS large-case team audit coordinator. 





To comment on this article or to suggest an idea for another article, 
contact Paul Bonner, senior editor, at pbonner@aicpa.org or 919- 
402-4434, 
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What CPAs need to know 
most about making the 
move to digital document 
management 





Fo sole practitioners and small business own- 
ers to leaders at Big Four accounting firms and 
global financial executives, CPAs are taking every 
available measure to boost efficiency, build the bot- 
tom line, safeguard information, and, increasingly, 
become environmentally conscious. At the intersec- 
tion of those pressures is the continuing move away 


Organizations each have their own story to tell about the path to paperless. In this Special Focus Report, four 
experts in digital solutions share their knowledge, insights, and best practice tips for creating and maintaining a 


paperless system. 


Contributing to the report are Teresa Mackintosh, software executive vice president and general manager at 
CCH, a part of Wolters Kluwer; Kerri Gibson, director, ATX Product Management for CCH Small Firm Services, 
a Wolters Kluwer Tax and Accounting company; Brock Philp, president and CEO of Doc. It; and Michael Alter, 


CEO and president of SurePayroll, a Paychex company. 


What are the top considerations when creating and 
maintaining a digital document management system? 


Michael Alter, SurePayroll: In today’s business climate, 
CPAs are more mobile, with much of their business being 
conducted in the cloud using laptops, tablets, and smart- 
phones. Despite this new environment, it is interesting 
that three of the top considerations for maintaining a digi- 
tal management system fall under the same categories 
that would have applied 20 years ago. 


As a business professional looking to go paperless, you 
want to account for accessibility, security, and disaster re- 
covery. By doing so, you can operate your business on 
the go and whenever unexpected situations arise, such 
as during severe weather conditions or an electrical or 
system failure. 


» Accessibility. Issues you should address include your 
system’s ability to store and allow access to your in- 
formation and your ability to quickly access documents 
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ey PORTALSAFE” 


powered by eFileCabinet® 


Introducing A BETTER WAY to collaborate with clients 


SECURE file transfer & sharing portal for client communications 
Anytime. Anywhere. PortalSafe is available to your clients 24/7. 


SECURE file encryption ensures privacy and confidentiality 
PortalSafe files are encrypted with SSL/TLS for maximum security... 
and you control client access to files. 


AFFORDABLE monthly plans/no contracts 
PortalSafe is a monthly subscription service. Choose the plan which works 
best for you. And as your business grows, PortalSafe can grow with you. 


PortalSafe is a powerful cloud-based file-sharing tool which can make 
your client interactions MORE PRODUCTIVE & MORE PROFITABLE. 


2 ey cee ihe eon ies To learn how PortalSafe can save you time & money, 
a Wolters Kluwer business visit www.PortalSafe.com or call 866-345-4177 


remotely should an on-site outage occur. 

* Security. You want to be sure that the systems you 
choose have the highest levels of digital security. At 
SurePayroll, we employ multiple layers, firewalls, and 
anti-virus programs to keep client data secure. Also, 
our solutions range from an alarmed and monitored 
on-site security system with redundant power to en- 
crypted databases and constant backups. 

Disaster recovery. In the wake of Hurricane Sandy 
and other devastating natural disasters that strike the 
United States each year, a reliable backup system is 
a top priority, even in a digital environment. You want 
to have a plan in place, preferably written, that is au- 
dited regularly to ensure that the team knows exactly 
when and how to access information from your desig- 
nated backup systems. 


‘Teresa Mackintosh, CCH: There are three top consider- 
cations when creating and maintaining a digital document 
‘management system. 


» Ensure you have the correct processes in place. 
Moving to a digital document system is an opportu- 
nity to reevaluate the best practices that will help you 
drive incremental improvements and big wins. 

» Use the latest integrated solutions across your work 
flows to achieve the most substantial gains in produc- 
tivity and deliver the strongest capabilities for you 
and your clients or customers. The focus is not hav- 
ing only one step in the process performed best but 
having every step performed best within and across 
processes. There are solutions today, such as CCH 
Axcess™, that are built from the ground up and use 
the latest technology to support processes across an 
organization’s entire work flow. 

« Have employees on board and fully engaged in the 
new process. Obtain their input from the start, ensure 
that they understand the new processes and technol- 
ogy, and keep them involved in the ongoing evolution 
of your best practices and technology updates. 


iBrock Philp, Doc.It: All organization levels can benefit 
'from a digital document management system. The follow- 
ing five considerations are key to success: 


» Buy-in from leadership. 

- Aclear understanding across the organization of the 
reasons for the change to a digital document man- 
agement system. 

- Accurate documentation of existing processes before 
implementation. 

* Ongoing update of processes to reflect new systems 
and procedures. 

- Training, which includes new equipment, systems, 
and procedures designed to support and empower 
staff based on their job descriptions. 


Kerri Gibson, CCH Small Firm Services: First and fore- 
most, you need a system that meets the current needs of 
your practice and is able to grow with you over time. 
calability is critical across a number of dimensions. Your 
ractice will grow in ways you may not even anticipate 
day, and your digital document management system 
has to be flexible enough to grow and adapt with you. 
That means being able to easily add more users, client 
accounts, and storage space. In addition, the system has 
to be intuitive and easy for your employees, and, in some 


; 
j 





circumstances, your clients to use. 


How much money can an organization expect to 
make or save by going paperless? 


Teresa Mackintosh, CCH: Digital opens the door to a 
new way of working— anywhere, anytime —and organiza- 
tions that commit to serving clients and customers in this 
environment clearly have a competitive advantage. 


The direct cost savings from going paperless are signifi- 
cant, with a paperless strategy capable of generating 
savings of 20% to 40% in expenses, ranging from paper 
to real estate costs. Benefits begin to mount further when 
these savings are combined with new revenue growth re- 
sulting from improved efficiency, productivity, mobility, 
and new client- and customer-service opportunities. 


For CCH customers, the gains are even greater. The new 
cloud-based CCH Axcess™ Document helps organiza- 
tions digitally organize and manage all types of docu- 
ments—from tax returns and business correspondence to 
employee records and email. CCH offers a common data- 
base at the core of its tax and work flow solutions so files 
are centralized in a single, searchable database. The 
database makes it fast and easy to find the information 
you need, when you need it, and saves time updating 
data in multiple locations. 


Also important is that organizations of all sizes can bene- 
fit from paperless work flows. CCH customer Armour 
Vickerman PLLC is an example of a smaller firm that has 
reduced office expenses by 20% and saved countless 
hours by going paperless and streamlining work with 
CCH Axcess™ Document. While doing so, the firm en- 
hanced and further personalized its client services by 
using CCH Axcess™ Portal to exchange files and collab- 
orate with clients. Among the results are newfound hours 
that are being spent with clients. 


Michael Alter, SurePayroll: Depending on the business, 
the increase in efficiency, as well as paper and other cost 
savings found in operating a paperless business, could 
be substantial. We identified going paperless as one of 
the main considerations and benefits when we launched 
SurePayroll in 2000. We use the internet to reduce the 
overhead and costs required when processing payroll, 
and these savings are passed on directly to our cus- 
tomers. As a result, we are up to 50% less expensive than 
traditional providers. 


Here are a few other types of savings and benefits to 
consider: 


* Direct deposit savings. Most SurePayroll customers 
pay their employees through direct deposit, which 
avoids paper checks altogether. A study by the Paylt- 
Green Alliance, a nonprofit organization that repre- 
sents 11,000 financial institutions, determined that 
having one U.S. employee paid bimonthly using di- 
rect deposit would save 1 pound of paper, eliminate 
the release of 4 gallons of wastewater and 1 pound 
of greenhouse gases, and save a business approxi- 
mately $176 each year. At first glance these savings 
may not seem substantial, but for a small business 
owner, they amount to a significant savings over time. 

» Operational savings. We estimate that a small business 
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can save an incremental $500 to $1,200 per year 
simply by adopting a paperless payroll system. Addi- 
tionally, with an online payroll service, CPAs and their 
clients share online access to payroll information, 
which eliminates the need to print reports and send 
them by courier or mail. 

* Increased productivity. Going digital means no more 
stuffing envelopes and check distribution to employ- 
ees. SurePayroll ensures that CPAs and their small 
business clients save considerable time. We offer 
One-Click® Payroll, which allows payroll to be 
processed with a single mouse click, and we process 
tax filings CPAs would otherwise need to process 
themselves. 

» More efficient work. When organizations no longer 
work with a paper-based payroll system and can di- 
rect employees to obtain their information online, 
they are no longer burdened with administrative 
tasks that can distract them from business-building 
and other more productive efforts. 

* Seamless integration with other financial assets. 
When done correctly, paperless payroll extends far 
beyond the basic payroll functions. By building seam- 
less ties with retirement savings programs, workers’ 
compensation insurance coverage, and other em- 
ployee-related interests, paperless payroll reduces 
the need to print reports, make duplicate data en- 
tries, and perform similar tasks. 

* Storage savings and reduced clutter. With SurePay- 
roll’s online payroll solution, it is no longer necessary 
to store paper reports or back up payroll software 
data onto expensive backup drives. The solution re- 
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duces the need for purchasing filing cabinets and 
other storage units. However, equally important, it 
creates a clean, clutter-free, and productive work en- 
vironment that leads to stronger business results and 
improved employee morale. 


Kerri Gibson, CCH Small Firm Services: Savings and 
earnings will vary widely based on the practice’s size. We 
have an online tool that allows you to calculate potential 
savings based not only on ink, paper, postage, storage 
furniture, and other hard costs but also on your soft 
costs, such as time spent filing and retrieving documents 
or meeting with clients to accept or deliver documents or 
returns. The amount of money earned by redirecting your 
time saved into revenue-generating activities, such as 
adding clients and delivering a higher level of service, is 
going to vary by firm. 


What are the most common mistakes organizations 
can make when going paperless? How can they be 
overcome? 


Kerri Gibson, CCH Small Firm Services: Mistakes tend 
to fall into one of two main categories: lack of time and 
lack of process definition. Converting to a paperless sys- 
tem requires time and planning. You need to consider 
more than just how your firm is going to operate going 
forward from the day you bring a digital management sys- 
tem online. That’s only half the battle. The other half is 
managing the process of converting your existing docu- 
ments to a digital format. That takes time, and you need 
to determine when you can afford to allocate the time 
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needed for implementation. 











(On the process side, most firms will budget time and re- 
«sources to train their staff in using the digital document 

| management system to meet existing work flow needs. 
|For document exchange products such as PortalSafe, the 
(gap lies in failing to consider how much you need to edu- 
cate your clients on a new way of sharing, storing, and 
kaccessing documents so that they can interact with the 
ksystem with a minimum of issues. 


Teresa Mackintosh, CCH: The inclination to apply new 
technology to old processes may be the most common 
| mistake. Organizations need to take a fresh look at both 
their own processes and the latest available technology, 
then determine if they have the best of both. The right 
technology, applied to the right processes and work 
flows, will deliver results that support the organization’s 
highest level of productivity and directly enhance busi- 
‘ness relationships. 


|Brock Philp, Doc.It: Four common mistakes organiza- 
tions make when going paperless are: 


1. Not having buy-in from organizational leadership. 
Projects become more challenging when they are 
forced up the management ladder. Avoid this chal- 

| lenge by creating a vision that can be embraced by 

the CEO and other leaders that they can promote 

internally and externally. 

| 2. Not having a clear and documented reason for mov- 

. ing to a digital system. The best approach is to have 

| your new system evolve from a strong vision state- 

I} ment that supports the reasons your firm has under- 

[ taken the project. 

3. Not including an authoritative, empowered, and mo- 

tivated employee from each practice area or depart- 

ment on the project team. Document management 
systems impact every area of an organization and 
can ultimately change its culture. As culture shifts, 
employees tend to embrace it, grow, and become 
more effective, or they become less flexible, more 
self-interested, and eventually separate themselves 
from the organization as it moves forward. If a group 
does not have an informed team member to cham- 

| pion the project at its earliest phase, members of 

the group will be less likely to use and benefit from 
the new system. 

4. Not having realistic expectations of the new system 
by believing that the software package will automati- 
cally “do it for them.” If we could feed documents 
into a machine and produce client-ready tax returns 
and financial statements without the human element 
and required expertise, there would be far less need 
for CPAs. Document management software is a tool 
that needs to be explored, understood, tested, inte- 
grated, documented, trained, and maintained. 









‘Safely storing documents rises to a higher priority 
level in a paperless environment because of the po- 
ve for a device failure. What are the most effec- 





itive solutions and strategies for backing up 
documents? 
| 





ica Gibson, CCH Small Firm Services: Paperless en- 
vironments provide so many more solution options for 


safe storage than a paper-based system. Physical docu- 





ments can only be stored in one location, which creates a 
very specific set of risks. Paperless documents are elec- 
tronic files. They can be backed up regularly, stored in 
multiple secure locations simultaneously, and accessed 
through systems that rely on a series of servers to guar- 
antee 24/7 availability. Encryption for both transmission 
and online storage, whether on a local machine or in the 
cloud, has become a best practice. All of these factors 
are advantages over a paper-based storage system and 
make tax professionals confident when moving to an 
electronic storage system. 


Brock Philp, Doc.It: Device failure and unforeseen inci- 
dents regarding property, plant, and equipment make ef- 
fective backup strategies crucial. An effective solution is 
one that meets the requirements set forth in a firm’s busi- 
ness continuity plan. The plan should spell out how long 
data restoration should take for different types of failures. 


It should also detail intermediate stopgap procedures em- 
ployees can take while waiting for restoration to occur. 
Depending on risk and cost analysis, these solutions fall 
somewhere between on-site nightly tape backups (which 
are moved and stored off-site) to bit-level cloud or re- 
mote-site online backups. 


Over the past year, many regions across the country 
have been seriously impacted by natural disasters 
and other severe weather conditions. How can digital 
information best be protected during times of climate 
volatility? 


Teresa Mackintosh, CCH: Unfortunately, recent natural 
disasters and other weather-related incidents have signif- 
icantly affected CPA professionals, their businesses, and 
their clients and customers. However, technology can 
help minimize those risks with electronic files that are 
easier to back up and store off-site for access in case of 
disaster. Also, when working in the cloud, organizations 
can continue to fully work, access client and customer in- 
formation, and serve clients and customers from any- 
where—even under the most difficult circumstances. 


How can an organization’s digital system be success- 
fully integrated with its other technology platforms? 


Brock Philp, Doc.It: System integration is a broad issue. 
Over the years this has come to be understood by many 
as a desire for a “magic bullet” of software and database 
integration in which data flows automatically either within 
a single-vendor system or between software packages in 
best-of-breed systems. This is an accurate way to ad- 
dress the question. However, it is not the only or most im- 
portant way. 


Single-vendor systems are rarely employed because, 
while one tool in a suite may be outstanding, other tools 
offered by the same vendor may not be, especially when 
compared to the benefits gained by using offerings from 
separate vendors. Any time you have disparate systems, 
integration will, at some point, require human involve- 
ment. Integration at this point is a procedure. If the proce- 
dure is documented, trained, and updated, the various 
technology platforms at a firm can work seamlessly to- 
gether, and costs can be reduced by pushing the integra- 
tive steps down to capable staff with the lowest effective 
billable rate. 
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How can the changing legal and industry require- 
ments for sharing, storing, and retaining digital files 
be consistently met? 


Teresa Mackintosh, CCH: Technology can be a great 
asset to firms to help ensure compliance and accuracy. 
With CCH Axcess, for example, automated retention ca- 
pabilities help firms comply with regulations related to file 
retention and destruction (including email). And version 
control and collaboration features help ensure that every- 
one has access to the most recent version of a docu- 
ment. 


Kerri Gibson, CCH Small Firm Services: Requirements 
and laws relating to the care and protection of digital files 
have changed significantly in the last few years, and we 
expect more changes, driven by technological advances, 
to come. In a perfect world, your document management 
software will keep you informed of changes in legal and 
industry requirements. Typically, software updates and 
enhancements are the ideal tools for ensuring that your 
system remains compliant with changing regulations. 
However, like any developing technology, needs and ca- 
pabilities change quickly. At CCH SFS, in addition to 
making sure our products are always compliant, we are 
always working to keep our customers up to date by 
using a variety of communication tools. 


What ranks among the greatest coming changes in 
paperless document management, and what technol- 
ogy and staffing are necessary to position such a 
change as an opportunity? 
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Brock Philp, Doc.lIt: What the industry is overlooking 
is the extension of the paper metaphor. Before digital 
document management in the accounting profession, 
workpapers and final documents did not require propri- 
etary solutions to read, use, and share. Other vendors 
will eventually understand the importance of extending 
the paper metaphor to protect and support their clients. 
This means managing documents as editable, dynamic 
files while work is in process and as static, unchanging 
files once work is complete. 


Most vendors have solutions for dynamic, editable docu- 
ment types and then fail to provide a nonproprietary, 
ubiquitous pillar of workpapers and client deliverables 
locked down in PDF or another easy-to-use format. It is 
important for maintaining the integrity of final documents, 
and it is important so that clients are not trapped in ven- 
dor solutions. 


Kerri Gibson, CCH Small Firm Services: Fortunately, 
over the past few years, we have reached a point with 
technology infrastructure where applications and file stor- 
age are becoming increasingly transparent across both 
devices and distance. This trend will continue and enable 
businesses to communicate with their customers more 
conveniently, quickly, and efficiently than ever before. 
Over the next three years, we expect that great strides 
will be made in mobile scanning technology and large file 
delivery. On the horizon, we see excitement around elec- 
tronic paper and thin-film transistor (TFT) technology. 
This advancement could potentially revolutionize the way 
we work with documents on a daily basis. 
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PRACTICE & PROCEDURES 


BASIS REPORTING FOR DEBT 
INSTRUMENTS AND OPTIONS 
IS PHASED IN 

In final regulations (T.D. 9616), the IRS is 
phasing in basis reporting requirements 
under Sec. 6045(g) for debt instruments 
and options. The IRS took the action in 
response to comments about the com- 
plexity of complying with these rules and 
to give brokers ample time to develop and 
implement reporting systems. T.D. 9616 
finalizes proposed regulations (REG- 
102988-11) released in November 2011. 
The final regulations were effective April 
18. 

Sec. 6045(g) requires securities bro- 
kers and other affected persons to report 
to the IRS and customers (on Form 1099- 
B, Proceeds From Broker and Barter 
Exchange Transactions) the adjusted basis 
of covered securities sold and whether any 
gain or loss upon their sale is long- or 
short-term. It requires securities brokers 
to begin providing this information for 
corporate stock purchased in 2011 and 
later years, or beginning in 2012 for stock 
for which an average-basis method is per- 
missible under Sec. 1012. 

Reporting on all other specified securi- 
ties, including debt instruments and 
options, was to begin with securities 
acquired or granted after Dec. 31, 2012, 
but that date was delayed in earlier guid- 
ance, so that reporting is required for debt 
instruments and options acquired on or 
after Jan. 1, 2014 (Notice 2012-34). The 
final regulations delay this date even fur- 
ther for certain debt instruments and 
options. 

Debt instruments. The IRS received 
many comments suggesting that a nar- 
rower range of debt instruments and 
options be subject to reporting, such as 


debt instruments with a fixed yield and 
maturity date. However, the IRS noted 
that Sec. 6045(g) by its terms covers a 
broad range of instruments. For debt 
instruments with less complex features, 
the regulations retain the Jan. 1, 2014, 
effective date. These include: 

m@ Debt instruments that provide for a 
single fixed payment schedule for 
which a yield and maturity can be 
determined under Regs. Sec. 
¥:1272-1b); 

m Debt instruments that provide for 
alternate payment schedules for 
which a yield and maturity can be 
determined under Regs. Sec. 
1.1272-1(c) (such as a debt instru- 
ment with an embedded put or call 
option); and 

m@ A demand loan for which a yield can 
be determined under Regs. Sec. 
1.1272-1(d). 

The IRS did not agree to a request to 
delay reporting on instruments with 
embedded put or call options because, it 
said, too many securities would fall under 
that category. 

Basis reporting applies to debt instru- 
ments acquired on or after Jan. 1, 2016, 
that are (1) a debt instrument that pro- 
vides for more than one rate of stated 
interest (such as a debt instrument with 
stepped interest rates), (2) a convertible 
debt instrument, (3) a stripped bond or 
coupon, (4) a debt instrument that 
requires payment of either interest or prin- 
cipal ina non-U.S. dollar currency, (5) cer- 
tain tax credit bonds, (6) a debt instru- 
ment that provides for a payment-in-kind 
feature, (7) a debt instrument issued by a 
non-U.S. issuer, (8) a debt instrument 
whose terms are not reasonably available 
to the broker within 90 days of the date 
the customer acquired the debt instru- 
ment, (9) a debt instrument issued as part 


of an investment unit, and (10) a debt 
instrument evidenced by a physical cer-. 
tificate unless the certificate is held (direct- 
ly or through a nominee, agent, or sub- 
sidiary) by a securities depository or by a 
clearing organization. Non-fixed-yield and 
maturity date instruments, including con- 
tingent payment debt instruments, vari- 
able-rate debt instruments, and inflation- 
indexed debt instruments, will be subject 
to reporting only if issued after Jan. 1, 
2016. 

The final regulations retain the exemp- 
tion from reporting in the proposed rules 
for debt instruments with principal sub- 
ject to acceleration and add an exemption 
for short-term debt instruments (debt 
instruments with a fixed maturity date not 
more than one year from the date of issue). 
The IRS rejected a suggestion to exempt 
debt instruments with terms longer than 
one year that will mature in less than a 
year when transferred. 

Another provision in the regulations 
concerns the consistency of reporting 
between different brokers when some per- 
mit their customers to make certain basis 
elections and others may not. Because this 
inconsistency could create problems when 
instruments are transferred between bro- 
kers, the final rules adopt default assump- 
tions but require brokers to offer certain 
elections to customers. Under these rules, 
ifa customer provides written notification, 
a broker must take into account the fol- 
lowing elections for basis reporting pur- 
poses: the election to accrue market dis- 
count using a constant yield, the election 
to include market discount in income cur- 
rently, the election to treat all interest as 
original issue discount (OID), and the 
spot rate election for interest accruals for 
a covered debt instrument denominated 
in a currency other than the U.S. dollar. 

In addition, to improve consistency 
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between income reporting and _ basis 
reporting for debt instruments, T.D. 9616 
contains new temporary regulations 
requiring, under Sec. 6049, brokers to 
report interest (OID) income to reflect 
amounts of amortized bond premium or 
acquisition premium for a covered debt 
instrument. 

Options. The reporting requirements 
apply to the following options granted or 
acquired after Jan. 1, 2014: an option on 
one or more specified securities, including 
an option on an index, substantially all the 
components of which are specified secu- 
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rities; an option on financial attributes of 
specified securities, such as interest rates 
or dividend yields; and a warrant or stock 
right on a specified security. The scope 
provisions in the final regulations are gen- 
erally the same as in the proposed regula- 
tions, except that the final regulations 
explicitly exclude a compensatory option. 
The final regulations also apply to any 
over-the-counter option on a specified 
security. 

The regulations apply different report- 
ing rules to Sec. 1256 options and non- 
Sec. 1256 options. For a nonequity option 


Fraud civil penalties abated in fiscal 2012 on individual and business income 
tax returns and accuracy-related penalties for businesses, although relatively 
few, yielded average abatement amounts much higher than for most other, 
more numerous abatements. The most numerous penalties and abatements 
were for individual failure to pay and business delinquency. 


etre ec 
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www.journalofaccountancy.com 





a ne SE I EEN TS RETESET Ne a LIE OS SIE Nee Te 


described in Sec. 1256(b)(1)(C) on one or 
more specified securities, brokers must 
use the Regs. Sec. 1.6045-1(c)(5) report- 
ing rules that apply to a regulated futures 
contract. For an option on one or more 
specified securities that is not described in 
Sec. 1256(b)(1)(C), a broker will report 
gross proceeds and basis using the rules in 
the final regulations for a non-Sec. 1256 
option. 

For a cash-settled non-Sec. 1256 
option, the regulations require a broker to 
adjust gross proceeds related to an option 
transaction by increasing gross proceeds 
by the amount of any payments received 
for issuing the option and decreasing gross 
proceeds by the amount of any payments 
made on the option. These rules for a 
cash-settled option are based on the idea 
that costs related to the acquisition of a 
position affect basis, while the costs relat- 
ed to the sale or closeout of a position 
affect gross proceeds. 

In a change from the proposed regula- 
tions, the final regulations do not permit 
brokers to adjust basis to account for the 
exercise of a compensatory option that is 
granted or acquired on or after Jan. 1, 
2014. The IRS says this approach will 
eliminate confusion and uncertainty for an 
employee who has exercised a compensa- 
tory option. 


EXEMPT ORGANIZATIONS 


IRS FINDS WIDESPREAD 
NONCOMPLIANCE BY 
COLLEGES AND UNIVERSITIES 
The IRS published its final report con- 
cerning its Colleges and Universities 
Compliance Project, finding compliance 
issues related to unrelated business tax- 
able income (UBTI) and compensation 
practices. The IRS conducted the study to 
find out why colleges and universities had 
so much unrelated business activity but 
owed so little tax and to examine their 
compensation practices. The IRS exam- 
ined tax returns from 34 colleges and uni- 
versities it selected from among 400 it sur- 
veyed by questionnaire. The examined 
schools were divided almost evenly 
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between private and public institutions, 
with about two-thirds reporting enroll- 
ments greater than 15,000 students. 

Unrelated business taxable income. An 
exempt organization, including exempt col- 
leges and universities, must pay tax on 
income from an unrelated trade or business, 
defined as an activity not substantially relat- 
ed to the accomplishment of the organiza- 
tion’s exempt purposes, even if the income 
from the business is used to support those 
purposes. Losses from one activity can off- 
set income from another; however, contin- 
uing losses can indicate a lack of profit 
motive, which would disqualify the activi- 
ty losses from the netting process. 

The IRS found that UBTI was underre- 
ported at 90% of the institutions exam- 
ined, with a total understatement of more 
than $90 million from 30 unrelated activ- 
ities. The majority of the activities with 
_ unreported UBTI were fitness and recre- 
ation centers, sports camps, advertising, 
facility rentals, arenas, and golf courses. 
Nearly half of the institutions had adjust- 
ments to UBTI from advertising and/or 
facility rentals, and about one-third had 
adjustments from fitness and recreation 
centers and sports camps, arenas, and/or 
golf courses. The report identified four 
primary reasons for understated UBTI: (1) 
lack of profit motive, (2) improper 
expense allocation, (3) misclassification of 
certain activities as exempt, and (4) mis- 
calculated or unsubstantiated net operat- 
ing losses. 

The IRS reported that nearly 70% of 
the institutions examined reported losses 
from activities that lacked a profit motive 
since the activities had losses for many 
years. These activities should not have 
been classified as a trade or business, and 
the institutions improperly used the loss- 
es to offset income from unrelated trade or 
business activities. In addition, nearly 
60% of the institutions reduced their 
UBTI by improperly allocating expenses to 
an unrelated trade or business activity that 
did not have the required proximate and 
primary relationship to the activity. Also, 
the IRS determined that more than 40% 
of the institutions incorrectly omitted 
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income from activities they believed to be 
related to their tax-exempt purpose that 
were actually unrelated activities subject 
to tax. 

Compensation. Sec. 4958 imposes an 
excise tax on unreasonable compensation 
paid by exempt organizations (in this 
case, private colleges and universities) to 
a disqualified person, namely, an officer, 
director, trustee, or key employee 
(ODTKE). An institution’s compensation 
is presumed to be reasonable if the college 
or university (1) uses an independent 
body to review and determine the amount 
of compensation, (2) relies on appropriate 
comparability data to set the compensa- 
tion amount, and (3) contemporaneously 
documents the compensation-setting 
process. The IRS found that the compen- 
sation of 94% of ODTKEs examined in 
the study was determined using a process 
intended to satisfy the rebuttable pre- 
sumption requirement; however, 20% of 
the examined institutions failed to meet 
the requirement due to the use of inap- 
propriate comparability data. The data 
was inappropriate because it was (1) from 
another institution not comparable to the 
examined school, (2) obtained from an 
independent firm but used without any 
adjustments to make it comparable to the 
examined school, or (3) obtained from a 
survey that did not precisely define com- 
pensation. 

The IRS also examined the employ- 
ment tax returns of 11 schools and found 
problems in all of them, resulting in 
increased taxable wages of more than $35 
million. The adjustments were due to fail- 
ure to include the value of the personal 
use of autos, houses, social club member- 
ships, and travel as wages; failure to 
include the value of graduate tuition 
waivers as wages; failure to withhold taxes 
on wages of nonresident aliens; and mis- 
classification of employees as independ- 
ent contractors. Also, the retirement plans 
at eight schools were examined, resulting 
in wage adjustments at four institutions 
totaling $1,115,007 due to excess defer- 
rals, additions, and loans related to Sec. 
403(b) plans, and nonqualifying contri- 





butions to Sec. 457 plans. 

Due to the compliance issues related to 
UBTI and compensation found at the col- 
leges and universities examined, the IRS 
concluded that similar problems may exist 
across the tax-exempt sector and plans to 
look at these issues more broadly. 

@ IRS, Colleges and Universities Compli- 
ance Project Final Report, available at,, 
tinyurl.com/brkhiz3 


By Charles J. Reichert, CPA, instructor of 
accounting, University of Minnesota— 
Duluth. 


HEALTH COVERAGE 


PROPOSED RULES ADDRESS 
MINIMUM VALUE OF HEALTH 
COVERAGE FOR PREMIUM TAX 
CREDITS 

The IRS issued proposed regulations for 
determining whether an eligible employ- 
er-sponsored health plan provides mini- 
mum value for purposes of the Sec. 36B 
health insurance premium tax credit 
(REG-125398-12). Individuals do not 
receive the credit if they are eligible for 
affordable coverage under an eligible 
employer-sponsored plan that provides 
minimum value. Employers whose 
employees receive the health insurance 
premium tax credit may be liable for the 
Sec. 4980H “assessable payment.” 

When the final regulations for Sec. 36B 
were issued in May 2012, they did not 
cover the definition of minimum value; 
the IRS requested comments on that issue 
(TD. 9590, Notice 2012-31). In drafting 
the proposed rules, the IRS considered the 
comments it received. 

Prop. Regs. Sec. 1.36B-6(a) states that 
a plan provides minimum value only if the 
plan’s share of the total allowed costs of ~ 
benefits provided to an employee is at 
least 60%. Minimum value may be calcu- 
lated using one of four methods: (1) the 
minimum value calculator provided by 
the IRS and the Department of Health and 
Human Services (HHS) (calculated with 
adjustments provided in the regulations); 
(2) one of the safe harbors established by 
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the IRS and HHS (generally, plans that 
provide certain benefits within specified 
co-pay, deductible, and cost-sharing lim- 
its); (3) actuarial certification for nonstan- 
dard plans; or (4) for plans in the small 
group market (employers with a maxi- 
mum of 100 employees or, in years before 
2016, in states that elect, 50 employees), 
conforming with a level of coverage 
defined in 45 C.ER. Section 156.140(b) 
(bronze, silver, gold, or platinum). 

The proposed regulations also explain 
how wellness incentives (where a premi- 
um or other cost is reduced to encourage 
certain behaviors) are included in calcu- 
lating minimum value. If the wellness 
incentives are tobacco-related, they are 
included in determining affordability (i.e., 
they would reduce the premium); other- 
wise, they are not included. The rules also 
explain how payments into health savings 
accounts and health reimbursement 
arrangements are included in calculating 
affordability. 

The proposed regulations also: 

™ Define the term “rating area” used to 
determine costs of plans in the area 
in which the taxpayer lives; 

® Define how retiree coverage is in- 
cluded as minimum essential cov- 
erage; 

@ Define coverage months for new- 
borns and new adoptees; 

m@ Explain how to calculate the ad- 
justed monthly premium for fami- 
ly members not enrolled a full 

_ month (e.g., for a newborn child); 

@ Explain how to calculate the pre- 
mium assistance amount when cov- 
erage is terminated before the last 
day of a month; 

@ Explain that premiums for family 
members residing in different states 
who enroll in different health plans 
can be added together; and 

m Require taxpayers who receive ad- 
vance payments of premium tax 
credits to file an income tax return 
to reconcile the payments by the 
due date for the return (including 
extensions) for the year they re- 
ceived the advance payments. 


TAX MATTERS 


The regulations are proposed to apply 
to tax years ending after Dec. 31, 2013 
(the first year the credit will be in effect). 


REASONABLE COMPENSATION 


SALARY WAS PARTIALLY 
REASONABLE 

Relying on standards set by the Ninth 
Circuit, the Tax Court found that a sole 
shareholder’s compensation from a whol- 
ly owned corporation for the year in ques- 
tion was partially deductible as reasonable 
compensation. The deductible compensa- 
tion included catch-up payments for prior 
years’ services. 

Arthur Astor was the president and 
CFO of his wholly owned corporation, 
Aries Communications Inc. Since the 
company’s formation in 1983, Astor was 
very involved in day-to-day operations 
and was a major factor in its success. In 
2003 and 2004, Aries reported large sales 
of radio station assets through its sub- 
sidiaries, which resulted in large taxable 
income for those years. In the years before 
and after these sales, the company report- 
ed negative taxable income. 

In 2004, Aries claimed a deduction of 
$6,896,974 for compensation to Astor. 
The IRS disallowed most of the 2004 
deduction—$6,086,753—and determined 
a deficiency of $2,676,002 and an accura- 
cy-related penalty under Sec. 6662(a). 

The Tax Court relied on six factors to 
determine how much of the compensa- 
tion was reasonable. The specific factors 
selected are those used by the Ninth 
Circuit, to which the case would be 
appealed (see Elliotts, Inc., 716 F2d 1241 
(9th Cir. 1983), and Metro Leasing & Dev. 
Corp., 376 F3d 1015 (th Cir. 2004)). 

Three of the factors were not favorable 
for allowing the full compensation deduc- 
tion claimed by Aries. After reviewing 
expert reports submitted by both Aries 
and the IRS that determined Astor’s rea- 
sonable compensation based on compen- 
sation information from similar compa- 
nies, the court found that the amount 
claimed by Aries for fixed compensation 
for the current and prior years was less 


than that paid by similar companies. 
However, the court rejected both experts’ 
opinion on the reasonable part of Astor's 
bonus compensation and independently 
determined that only $2 million of the 
neatly $6.7 million bonus payment for 
2004 was reasonable. Second, the compa- 
ny’ character and condition indicated that 
Aries was thinly capitalized and in poor 
financial condition, supporting a much 
smaller deduction. Third, Astor had a 
potential conflict of interest in character- 
izing his economic reward for his work as 
salary rather than dividends, especially 
when he had been well-compensated for 
his efforts for the prior year’s asset sale. 

The court determined the factor of 
internal consistency in the treatment of 
payments to employees was neutral. 
Astors compensation was not awarded 
under a structured, formal, consistently 
applied program; however, in 2004, it 
included amounts for prior years of hard 
work for which he had been undercom- 
pensated. Also, Astor's compensation 
could not be compared with other non- 
owner Aries employees because the com- 
pany had no employees with duties simi- 
lar to Astor’. 

The court determined two factors were 
favorable: Astor's role in the company was 
obviously significant. He was very 
involved and important in the company’s 
success and in the asset sales. Also, 
under the independent-investor standard 
(whether corporate profits, after paying 
the compensation, would provide a satis- 
factory return on equity for a hypothetical 
independent investor), the court found 
that Aries had sufficient net income and 
retained earnings to support Astor's com- 
pensation. 

The court concluded that Aries could 
deduct $2,660,899, which consisted of 
$461,625 for prior years’ underpayments, 
current annual salary of $199,274, and a 
$2 million bonus. The accuracy-related 
penalty was allowed. 

Taxpayers should take steps to support 
the deduction of a large salary. The factors 
important to the appropriate court of 
appeals should be supported and docu- 
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mented. A record of dividends should be 
established, even if the amounts are rela- 
tively small. 

@ Aries Communications, Inc., 
Memo. 2013-97 


eG 


By Laura Jean Kreissl, Ph.D., assistant pro- 
fessor of accounting, and Darlene Pulliam, 
CPA, Ph.D., Regents Professor and McCray 
Professor of Accounting, both of the College of 
Business, West Texas AGM University, 
Canyon, Texas. 


FOREIGN ASSETS 


GAO: FOREIGN ACCOUNT 
“QUIET DISCLOSURES” MAY BE 
MUCH HIGHER THAN DETECTED 
More than 10,000 taxpayers showed signs 
of having avoided offshore penalties by 
making “quiet disclosures” of foreign bank 

accounts for tax years 2003 through 2008, 
the U.S. Government Accountability Office 
(GAO) reported, a period for which the 
IRS has detected several hundred quiet 
disclosures. Filing data also suggest many 
more taxpayers may have begun reporting 
previously reportable foreign accounts on 
a recent current-year return without enter- 
ing the government’ offshore voluntary 
disclosure program (OVDP) or making a 
quiet disclosure for prior open years, the 
GAO said. While these taxpayers may 
have come into voluntary compliance 
going forward, they also thereby may have 
evaded all penalties and past-due taxes 
and interest on the accounts and income 
generated by them. 

In the report, Offshore Tax Evasion: IRS 
Has Collected Billions of Dollars, but May Be 
Missing Continued Evasion (GAO-13-318), 
released April 26, the GAO gave results of 
its study of the effectiveness of the IRS 
2009 OVDP. which was the IRS’ second 
OVDP and the most recent one with 
enough closed cases for analysis. The IRS 
also conducted OVDPs in 2003 and 2011, 
and has had one ongoing since 2012. In 
each, taxpayers have been allowed to 
apply to the IRS and, if they qualify, dis- 
close their foreign accounts and pay taxes, 
interest, and tax-related penalties due for 
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open years. In exchange, the IRS waives 
any criminal prosecution and limits the 
penalty for failing to disclose the accounts 
(“offshore penalty”) to, in the 2009 OVDP, 
20% of the highest aggregate value of the 
unreported accounts between 2003 and 
2008 (the years covered by the 2009 
OVDP). The penalty otherwise applicable 
to failing to properly file a Form TD F 90- 
22.1, Report of Foreign Bank and Financial 
Accounts (FBAR), is, for each year of vio- 
lation, the greater of $100,000 or 50% of 
the balance in the account at the time of 
the violation. 

The GAO identified 19,337 partici- 
pants in the 2009 OVDP in 10,439 closed 
cases. The average offshore penalty assessed 
was about $376,000. Almost half the par- 
ticipants had accounts in Switzerland (a 
“John Doe” summons in 2008 for the 
names of U.S. account holders in Swiss 
bank UBS was a major factor driving par- 
ticipation in the 2009 OVDP). About half 
of the $4.1 billion in total revenues col- 


lected (as of the end of 2012) was from 
378 cases. All the OVDP programs togeth- 
er have resulted in more than 39,000 dis- 
closures and more than $5.5 billion in rev- 
enue as of December 2012. 

Quiet disclosures. To identify potential 
quiet disclosures for years covered by the 
2009 OVDP the GAO identified taxpayers 


that had filed amended or late returns and _ 
FBARs for one or more of those years and 


excluded OVDP participants from this 
total. It found that 10,595 taxpayers met 
these criteria, indicating possible quiet dis- 
closures. Of those, 3,386 taxpayers made 
the late or amended filings for multiple tax 
years—94 of them for all six years. 

The IRS identified “several hundred” 
taxpayers (the report did not give a more 
specific number) as making quiet disclo- 
sures by similarly looking at amended 
returns for the period and screening out 
those with adjustments unrelated to off- 
shore accounts. It also looked at amended 
returns with increased. tax assessments 


Taxpayers Reporting Foreign aUEUtr eects 
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Source: U.S. Government Accountability Office, Offshore Tax Evasion: IRS Has Collected Billions of Dollars, but 
May Be Missing Continued Evasion (GAO-13-318), Figure 4, page 27, available at tinyurl.com/cbze62x. 
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over a certain threshold. The IRS also 
looked at FBARs filed or amended with 
amended returns, but only for those 
processed in 2009 and for the limited pur- 
pose of detecting movement of taxpayer 
assets from “non-secrecy” jurisdictions to 
those with financial secrecy laws. 

New reporting. To estimate potential 
numbers of taxpayers newly reporting 
existing foreign financial accounts without 
making any disclosure concerning or 
amending prior returns, the GAO also 
looked at the overall increase between tax 
years 2003 and 2011 in FBAR filings and 
from fiscal 2003 to 2010 in returns that 
reported “yes” to the question on Schedule 
B, Interest and Ordinary Dividends, about 
whether the taxpayer owned or controlled 
a foreign financial account. The latter 
more than doubled in that period to 
515,635 (see related graphic). As a per- 
centage of all taxpayers filing Schedule B, 
they rose from approximately 1% in 2003 
through 2007 to more than 2.5% in 2010. 
Similarly, the number of FBARs filed more 
than tripled to 618,134 from fiscal 2003 
to 2011, and more than doubled between 
2009 and 2010. Reasons for the increase 
could include taxpayers who had com- 
plied with income reporting requirements 
previously but only belatedly realized the 
need to also answer the question on 
Schedule B affirmatively and file an FBAR, 
the GAO noted. 

“However,” it added, “such a sharp 
increase ... amidst the global economic 
recession and the publicity surrounding 
IRSS offshore programs raises the question 
whether some of these taxpayers may have 
attempted to circumvent some of the 
taxes, interest, and penalties that would 
otherwise be owed.” 

The IRS agreed with the GAO’ recom- 
mendations that it use similar methods to 
more effectively detect and pursue quiet dis- 
closures and previously unreported foreign 
financial accounts and to use offshore data 
to educate taxpayers about compliance. 


Tax Matters editor Paul Bonner can be reached 
at pbonner@aicpa.org or 919-402-4434. 


TAX MATTERS 


TOKYO, HONG KONG AGAIN 
TOP IRS HIGH-COST 
HOUSING LIST 

Tokyo and Hong Kong have the highest 
allowable housing costs for 2013 for 
purposes of the foreign housing exclu- 
sion under Sec. 91 1(c). The limitation for 
Tokyo is $320.82 per day, or $117,100 
for the year. For Hong Kong, it is $313.15 
a day, or $114,300 for the year. The 
cities are followed, in order, by Moscow; 
Geneva; Osaka-Kobe, Japan; and 
Singapore (see below). 


World’s Highest Sec. 911 
Housing Cost Exclusions 


Location 2013 limitation 


Fiqokyo.. 8 $147100 
2. Hong Kong oe ewn114,300 
3.Moscow $108,000 
4. Geneva 


$98,300 
5. Osaka-Kobe, Japan $90,664 
6. Singapore .......... 689,800 
ZLondon 2 $88 200 
8. Luanda, Angola ................... $84,000 
9.-13. Paris and 4 suburbs .$82,500 
44: Milan $89.100 








The cities are among 288 places the 
IRS identified in Notice 2013-31, an 
annual update, as having allowable for- 
eign housing exclusions above the other- 
wise applicable limitation for 2013 of 
$29,280. The top five high-cost cities are 
the same as in the 2012 list (see Notice 
2012-19). 

Subject to limitations, qualified indi- 
vidual taxpayers may elect to exclude 
from gross income under Sec. 911 (a) 
their foreign earned income and foreign 
housing costs. The individual must meet 
the bona fide residence or physical pres- 
ence test. The income exclusion and 
housing cost exclusion together may not 
exceed the taxpayer's foreign earned 
income for the year. 

The foreign housing cost exclusion is 
further limited to 30% of the foreign 
eared income limitation, as adjusted for 
inflation, or, for all of 2013, $29,280 of 
qualifying housing costs above a thresh- 





www,journalofaccountancy.com 


old amount of 16% of the foreign earned 
income exclusion limitation, or, for 2013, 
$15,616. The IRS is authorized by Sec. 
911 (c)(2)(B) to adjust the 30% limitation 
amount based on geographical differ- 
ences in housing costs relative to those in 
the United States, which it does annually. 

Five locations in France took ninth 
through 13th places in 2013: Paris and 
tts suburbs of Garches, Sevres, Suresnes, 
and Versailles. All were just behind 
Luanda, the capital of Angola, which is 
undergoing an oil-related economic 
boom but whose per capita GDP of 
$6,200 remains less than one-eighth 
that of the United States (CIA, The 
World Factbook). 

Notice 2013-31 is effective for tax 
years beginning on or after Jan. 1, 2013; 
however, taxpayers may elect to apply it 
to their 2012 tax return instead of the 
otherwise applicable adjusted limitation 
in the 2012 notice. 


HSA FIGURES FOR 2014 

ANNOUNCED 

For calendar 2014, the inflation-adjust- 

ed limitations on deductible or excludi- 

ble contributions to a health savings 

account (HSA) under Sec. 223 will be: 
l= Individual with self-only coverage 
under a high-deductible health 
plan (HDHP): $3,300. 

@ Individual with family coverage 
under an HDHP: $6,550. 

The amounts are slightly higher than 
for 2013 ($3,250 and $6,450, respec- 
tively). The additional contribution 
amount for individuals 55 and older 
remains unchanged at $1,000. 

An HDHP’s minimum annual insur- 
ance deductible for 2014 will be 
unchanged from 2013 at $1,250 for 
self-only coverage and $2,500 for fam- 
ily coverage. Maximum out-of-pocket 
expenses allowable under an HDHP — 
(other than premiums) will be $6,350 for 
self-only coverage and $12,700 for 
family coverage (up from $6,250 and 
$12,500, respectively, in 2013). 

The updated amounts are in Rev. 
Proc. 2013-25. oo 
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FROM THE TAX ADVISER 


EMPLOYEES VS. INDEPENDENT CONTRACTORS 


Voluntary Classification 
Settlement Program 


etermining proper classification of workers, either as 

independent contractors or employees, can be a sub- 

jective challenge for employers. The determination of 

whether a worker is an employee or an independent 
contractor is based on the facts and circum- 
stances surrounding the individual's work for 
the employer. Generally, the more the employer 
is able to control and direct the worker, the 
more likely the worker should be classified as 
an employee. 

Worker classification issues uncovered in 
an audit can lead to costly assessments of 
past employment taxes, penalties, and inter- 
est for reclassified employees. Nontax expo- 
sure, such as reclassified workers’ benefit pro- 
visions, may also exist. Representatives and 
practitioners serving taxpayers at risk for 
worker reclassification should carefully con- 
sider the alternatives available to assist tax- 
payers in becoming compliant. One alterna- 
tive is the Voluntary Classification Settlement 
Program (VCSP). 


GENEROUS RELIEF FROM LIABILITY 

Before the VCSP was established, only taxpayers under audit could 
resolve worker classification issues and obtain relief from federal 
employment taxes through the IRSS Classification Settlement 
Program (CSP). The IRS established the VCSP to allow taxpayers to 
come into compliance prospectively while obtaining generous relief 
from liability for past federal employment taxes. In exchange for vol- 
untary compliance and reclassification of workers as employees, the 
taxpayer receives the following relief: 

1. The taxpayer pays 10% of the employment tax liability that 
would have been due on compensation paid to the workers 
being reclassified for the most recent tax year (determined 
under the reduced rates of Sec. 3509(a)); 

2. The taxpayer is not liable for any interest and penalties on 
the liability; and 

3. The taxpayer is not subject to an employment tax audit of 
the worker classification of the class or classes of workers for 
prior years. 


ae ae Came ULC 
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VCSP ELIGIBILITY 

To participate in the program, a taxpayer must meet eligibility 
requirements spelled out in Announcement 2012-45, which 
modified the prior rules, to permit a taxpayer under IRS audit, 
other than an employment tax audit, to be eli- 
gible to participate in the VCSP. In addition, 
Announcement 2012-45 eliminated the earli- 
er requirement that a taxpayer agree to extend 
the period of limitation on assessment of 
employment taxes as part of the VCSP closing 
agreement. These modifications favor the tax- 
payer and further encourage participation in 
the VCSP 

To participate in the VCSP, eligible tax- 
payers must apply by filing Form 8952, 
Application for Voluntary Classification Settlement 
Program. 

Considering the favorable relief available 
under the VCSP, taxpayers at risk for worker 
reclassification should consider the benefits of 
applying for and participating in the program. 
Participating in the program not only provides relief from penalties, 
but also provides taxpayers with a higher level of certainty about the 
proper classification of their workers. 

A word of caution is in order, though. Most states do not coor- 
dinate with the IRS's VCSP. As such, state tax treatment of tax- 
payers that participate in the federal program is uncertain. 

For a detailed discussion of the issues in this area, see “Options 
for Compliance With Worker Classification Rules,” by Amy 
Lehmkuhl, CPA, in the July 2013 issue of The Tax Adviser. 

—Alistair M. Nevius, editor-in-chief 
The Tax Adviser 


The Tax Adviser is the AICPA’s monthly journal of tax planning, 
trends, and techniques. AICPA members can subscribe to The Tax 
Adviser for a discounted price of $85 per year. Tax Section mem- 
bers can subscribe for a discounted price of $30 per year. Call 
800-513-3037 or email taxsection@aicpa.org fora subscription 
to the magazine or to become a member of the Tax Section. 
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SOC School: 


Advanced Guidance for Successful Engagements 
Earn 24 CPE credits! 





CPA Practitioners who attend the SOC School will gain a deeper 
understanding of Service Organization Control Guidance, common 
practice issues, and will leave with the foundational knowledge to 
effectively perform engagements. 


Upcoming 2013 SOC School: 

¢ Maryland Association of CPAs, Columbia, MD 
— July 15-17, 2013 
AICPA has the resources you need to increase your 
knowledge and understanding of Service Organization 
Control (SOC) Reports. Register today! 
Visit cpa2biz.com/SOC or call 888.777.7077 





cpa2biz.com/SOC | 888.777.7077 





Technology Q&A 


by J. Carlton Collins, CPA 


A GOOD MEASURE 
_ How can we tell if our internet service provider is 
delivering the internet speed we are paying for? 







There are many web-based internet speed tests, but use cau- 

tion: Some so-called “speed tests” also install malware on 
your computer. For this reason, I like to use reputable speed tests 
such as the one provided by Xfinity at speedtest.comcast.net. 
Just visit the website and click on a server on the U.S. map under 
the “Speed Test” headline. The tool then will test the speed of 
your internet connection to that server. In my test, I scored a 
download speed of 11.99 megabits per second (Mbps) and an 
upload speed of 4.19 Mbps. 
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Upload Speed 


4.19 


Mbps 


ean Download Speed 
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Note that by clicking the NEW SERVER button, you can test 
your internet speed to various locations throughout the United 
States. Generally, the farther the server is from you, the slower 
the internet speed is because the data must pass through more 
routers, and each router represents a potential bottleneck. 

The Xfinity test does not install any software on your com- 
puter, and it works almost instantaneously. The test is performed 
by pinging the server 10 times, then averaging those times to de- 
termine the final result. (The Xfinity speed test measures the per- 
formance for any internet service provider (ISP), not just Xfinity.) 

I recommend you use the Print Screen key or the Windows 
Snipping Tool to capture the report and paste it into a Word doc- 
ument saved as “Internet Speed Tests.” Repeat this test periodi- 
cally and capture the results to document your internet speed. 
These test results will help you determine whether you are receiv- 


ing the internet speed you are paying for, and over time allow you 
to detect any changes in speed. Because each new ISP customer 
in your locality shares the same bandwidth and routers, your in- 
ternet speeds eventually may decline. If this happens, you should 
ask your ISP to upgrade its capacities in your area to restore the 
contracted internet speeds (I admit that I have done this myself, 
multiple times). Use the following table and bar chart to evalu- 
ate your reported internet speed: 


BM Tile eee cease ete tina ts eee Types - 


Older Dial Up 28.8 K 4 
Newer Dial Up 56 K § 
DSL 1.5 Mbps § 
T1 Line 1.5 Mbps 
Fast DSL 3 Mbps § 
Cable 10 Mbps 
T3 Line 15 Mbps 





Note: The Xfinity speed test uses Flash, which is not support- 
ed by Apple’s iOS operating system. Apple iOS users should use 
the speed tests at att.com/speedtest or speedtest.net. 


A BIT CONFUSING 
When installing Office 2013 on my 64-bit computer run- 
ning a 64-bit operating system, the Microsoft installation rou- 
tine recommends installing the 32-bit version of Office 2013, but 
it also provides the 64-bit option of Office 2013, which seems to 
be the more obvious option. Which do you recommend and why? 
It is true that the Microsoft Office 2013 installation routine 
recommends you install the 32-bit version, but the instal- 
lation routine’s small print explains this recommendation. The 
32-bit version is compatible with 32-bit add-ons and plug-ins, 
whereas the 64-bit is not. Additionally, the 64-bit version does 
not support the ActiveX controls library (which contains ActiveX 
controls used to build solutions commonly used in Access, Excel, 
and Word), or SharePoint list controls. If these items are nonis- 
sues for you, then installing the 64-bit version of Office 2013 is 
the better option. The advantage of running the 64-bit version 
is support for larger files, faster performance, and superior brag- 
ging rights at cocktail parties. 


THREE WORD-BASED HYPERLINK QUESTIONS 
Why is it that sometimes when I type a webpage address 
in Word, it converts to a hyperlink automatically, and some- 

times it does not? 
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Word recognizes and converts to a hyperlink webpage ad- 

dresses containing “www” (such as www.irs.gov), but not 
those that don’t (such as irs.gov). The next time your webpage 
address fails to convert to a hyperlink, insert a “www.” in front 
of the webpage address, position your cursor after the last letter 
of the webpage address, and press the space bar to convert it to 
a hyperlink. 





www.Outlook.com 





lam baffled by this. I received a Word document contain- 
ae a hyperlink, but when I click it, my browser says it can- 
not find the webpage, even though the web address is correct 
(see attached file). Can you tell me why this is happening? 





| {XJ 


http://waww.its.gov/Individuals/Intemational-Taxpayers/Pensions-and-A nnuity- Withholding 





If you look closely, there are forensic signs that suggest what 
is causing your hyperlink problem. Specifically, the hyper- 
link and the hyperlinked text do not match. 









1 2 
hittp://eneww.irs.gov/indm: + 
|international-texpayers/ oa et 
|pensions-and-annuity-witholding 


| cpa 


spelled in the hyperlink, but spelled 
correctly in the Word document. 





If you create a hyperlink in Word 2007 (or earlier Word edi- 
tions), then later edit the hyperlinked text, Word 2007 does not 
automatically update the hyperlink to match that text. Thereafter, 
the hyperlink remains incorrect, even for users opening the doc- 
ument in Word 2010 or 2013. It appears that the author of your 
document originally created this hyperlink in Word 2007 (or an 
earlier edition), then edited the linked text. 

Note: It is not possible to create this type of error in Word 
2010 and 2013, as those editions of Word automatically update 
hyperlinks as the hyperlinked text is edited. 

I received the attached Word document (pictured atop the 
oe column), but I can’t get the hyperlinks to work. What 
am I doing wrong? 

The Word document you forwarded to me does not con- 

tain hyperlinks: The author of that document used blue text 
and underline formatting to make those web addresses look like 


TECHNOLOGY Q&A 





Amortization Calculator , 
Attorney General Web Site 
Banks - Federal Reserve 
Better Business Bureau 
Bureau of Economic Analysis 
Bureau of Labor and Statistics 
Census Bureau 


Currency Converter 
Excha 













hyperlinks. Either the author wanted to make that text look like 
hyperlinks for printing purposes, he doesn’t know better, or per- 
haps he sent this document to you on April Fools’ Day. 


A LARGE PROBLEM 

Each day I export a list of outstanding accounts receivable 

balances consisting of several thousand customers, and it 
is my job to produce a report containing the customers with the 
25 highest outstanding balances for follow-up. As illustrated 
below, the problem is that the accounting system produces a list 
of the customers, balances, and days outstanding (columns A—C 
below), but I have a separate list of the A/R customer contact in- 
formation (columns O-R) that must be merged into the final re- 
port. Right now I sort columns A-C by outstanding balance and 
copy the top 25 rows to my report area. I then hunt and peck 
for the corresponding 25 rows of contact information, copying 
and pasting each one separately to my report. I’m sure there is 
an easier solution. Can you please give me a clue? 
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Excel's Large function, coupled with the Match, Index, and 
Vlookup functions, can help you get the job done quicker. 
You've already done a good job of setting up your worksheet lay- 
out; you just need to fill in a few formulas using these four steps. 
1. Eliminate duplicates. To eliminate the possibility of two iden- 
tical outstanding A/R balances, add a unique fractional amount 

to each outstanding A/R balance, as follows. Insert two new 


columns (columns E and F in the screenshot below) labeled 





=B2+(E2/10000) 


8 Cc D E — 
Outstanding A/R AVG Days 0/S Fractional Amount + _ 
[So2 2 95.387 | 36 d }=62+(E2/10000}} 

135,433 22 ! 2 135,433.4502 7 

112,677 6 

67,724 13 | 4 | 67,724.0004 | € 

101,036 13 

“er: a 


— 
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Fractional and Amount+. Number the Fractional column E 
sequentially, starting with the value “1.” In the Amount+ col- 
umn, create a formula adding the outstanding A/R balance 
from column B to a fractional amount using the Fractional col- 
umn E as the numerator and the value “10,000” as the de- 
nominator (as shown on the previous page), then copy the 
formula down. 

This measure eliminates any identical balances that 
would otherwise cause problems using the Match or 
Vlookup functions. 

2. Extract 25 largest values. In cell J2, enter the function 
=LARGE($F$2:$F$101,H2) to extract and return the largest out- 
standing balance, then copy the function down to cells J3 
through J26. The Large function searches the list of values you 
specify and returns the value that corresponds to the rank you 
specify. In the example below, the Large function in cell J2 looks 
in column F for the Nth largest value, based upon the function's 
second attribute, which references the value “1” in cell H2. 











=INDEX(A:A,MATCH(2, F:F,0)) 


pgs * SER 


_ Amount + “| Number 
95,387.0001 


135,433 
112,677 


135,433.4502_ 
112,677.0003 
67,724.0004 


iy aus aaa | 3 

fe ee ers 

ot _[Citigggupainc. ay peanS 15:85 
eel Saeed 


Note B: Notice that without the addition of the fractional 
values in step 1, this formula would erroneously return the . 
same company name for duplicate outstanding A/R balances, 
which is why step 1 is necessary. 

4. Extract remaining data. The remaining report data can now 
be easily extracted from the second table array (in columns 
O through R) using a Vlookup function with the company 
name as the lookup criteria. Enter the functions =VLOOKUP 


($12. $O:$R,2), =VLOOKUP($I2,$0:$R,3), and =VLOOKUP 
($12,$0:$R,4) in cells K2, L2, and M2, respectively, and copy 
them down. 





Da) Legere | =LARGE(SFS2:$F$101,H2) 


FB G H 


"Amount + 


__Number Customer 





As this function is copied downward, the second attrib- 
ute changes each time to reference the second-, third-, fourth- 
highest values, and so on until a list of the top 25 values has 
been reported. 

3. Extract company names. In cell 12, enter the function 
=MATCH(J2,F:F0) to return the company name corresponding 
with the outstanding A/R amount (be sure to add the 0 (zero) 
attribute to the end of the function to force an exact match). 

The Match function compares the value (now reported in 
column J) against the list of outstanding A/R values (in col- 
umn F), and returns the row number where that value is po- 
sitioned (row 33 corresponds with the value reported in cell 
J2 in this example). 

Again in cell 12, edit the formula by adding the Index func- 
tion, which uses the information returned by the Match func- 
tion to fetch the company name from the 33rd row in column 
A. The completed formula containing the two nested func- 
tions appears as follows: 

=INDEX(A:AMATCH(J2,F:F0)) 

Copy this formula downward to the next 24 rows. 

Note A: Ordinarily, the Vlookup is easier to use, but be- 
cause the lookup value (in column F) is not positioned to the 
left of the company name (in column A), we use the Match 
and Index functions instead to avoid the need to rearrange 
the source data. 


fe =VLOOKUP($12,$0:5R, 2} 
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The final result is that the desired report is completed using 
data from the two table arrays. As the data in columns A—C 
are updated, so too is the report, ranked in order of the top 
25 largest outstanding A/R balances. 
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Note C: Ordinarily, | would position the second table 
array (columns O-R) on a separate worksheet. Instead, I 
positioned all data and calculations on the same worksheet 
for simplicity. 

Note D: In the Match, Index, and Vlookup functions, I 
referenced entire columns rather than the data range (for sim- 
plicity), which assumes there is no other data in that column. 
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Download this Excel file (2013 or 2003 versions) at carlton 


collins.com/large.xlsx or carltoncollins.com/large.xls. 


FIVE iPAD TIPS 


le 


Oo 


View full URLs. In Safari, holding your finger on any hyper- 
link for a few seconds reveals the full URL and also allows you 
to copy that URL. 


. Full-screen videos. You can increase the size of a video to full- 


size screen by tapping twice on the video. Pinch the video to 
return it to its original size. 


. The Google Maps curl on the iPad. It’s not completely obvi- 


ous when viewing a Google map on your iPad, but swiping 
the curl in the bottom-right corner reveals a menu of options 
for viewing Classic, Satellite, Hybrid, or Terrain maps, as well 
as traffic overlays. 


. Pina location. On the Google Maps app, hold your finger on 


any point on the map for a few seconds to place a pin. A pop- 
up then displays options for accessing street view, getting di- 
rections, or sharing that location via email. 


. Convert your iPad into a Picture Frame slideshow. To en- 


able Picture Frame mode, tap the flower icon in the bottom- 
right corner of the iPad’s Lock screen. To adjust your 
slideshow, select Settings, Picture Frame, and then select 


i CPA) 


SOME THINGS ARE 


your desired images, transitions, and options. As a promo- 
tional device, you might set up an iPad in your company’s 
lobby to continuously display slides of your company’s prod- 
ucts, services, or history. Note: If you use a Passcode Lock, 
youl need to go to Settings, General, Passcode Lock, and 
slide Picture Frame to On to enable Picture Frame mode 


o, 


from the Lock screen. <o 


J. Carlton Collins (carlton@asaresearch.com) is a technology con- 
sultant, CPE instructor, and a JofA contributing editor. 


Note: Instructions for Microsoft Office in “Technology Q&A” refer to 
the 2013, 2010, and 2007 versions, unless otherwise specified. 


Submit a question 

Do you have technology questions for this column? Or, after 
reading an answer, do you have a better solution? Send them 
to jofatech@aicpa.org. We regret being unable to individually 


answer all submitted questions. 


BETTER TOGETHER 


>» You and current news and information 
You and leading-edge tools 
» You and competitive insurance programs 


® You and exclusive savings on conferences 


» You and nearly 386,000 like-minded professionals 


Enhance your skills as a trusted advisor with all these and more. 


AICPA MEMBERSHIP: The cookies to your milk! 


RENEW TODAY. 


Visit aicpa.org/myaccount | 888.777.7077 (9am — 6pm ET) 
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1-888-777-7077 
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Audit & Accounting Technical Information Hotline 


1-877-242-7212 
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GASB NO. 70 


Statement No. 70 of the 
Governmental Accounting Standards 
Board-Accounting and Financial 
Reporting for Nonexchange Financial 
Guarantees 


Space considerations prevent publishing here the appen- 
dices to GASB Statement No. 70. Since the appendices 
often are important to understanding GASB statements, 
readers are advised to obtain complete copies. For addi- 
tional copies of the statement and information on appli- 
cable prices and discount rates, contact the GASB Order 
Department, 401 Merritt 7, PO Box 5116, Norwalk, 
CT 06856-5116. Telephone: 1-800-748-0659. Website: 
www.gasb.org. Ask for Product Code No. GS70. 


SUMMARY 

Some governments extend financial guarantees for 
the obligations of another government, a not-for-prof- 
it organization, a private entity, or individual without 
directly receiving equal or approximately equal value 
in exchange (a nonexchange transaction). As a part 
of this nonexchange financial guarantee, a government 
commits to indemnify the holder of the obligation if 
the entity or individual that issued the obligation does 
not fulfill its payment requirements. Also, some gov- 
ernments issue obligations that are guaranteed by 
other entities in a nonexchange transaction. The objec- 
tive of this Statement is to improve accounting and 
financial reporting by state and local governments that 
extend and receive nonexchange financial guarantees. 

This Statement requires a government that 
extends a nonexchange financial guarantee to rec- 
ognize a liability when qualitative factors and his- 
torical data, if any, indicate that it is more likely than 
not that the government will be required to make 
a payment on the guarantee. The amount of the lia- 
bility to be recognized should be the discounted 
present value of the best estimate of the future out- 
flows expected to be incurred as a result of the guar- 
antee. When there is no best estimate but a range 
of the estimated future outflows can be established, 
the amount of the liability to be recognized should 
be the discounted present value of the minimum 
amount within the range. 

This Statement requires a government that has 


Copyright © 2013 by Financial Accounting Founda- 
tion. All rights reserved. Content copyrighted by Finan- 
cial Accounting Foundation may not be reproduced, 
stored in a retrieval system, or transmitted, in any form 
or by any means, electronic, mechanical, photocopying, 
recording, or otherwise, without the prior written per- 
mission of the Financial Accounting Foundation. 
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issued an obligation guaranteed in a nonexchange 
transaction to report the obligation until legally 
released as an obligor. This Statement also requires 
a government that is required to repay a guarantor 
for making a payment on a guaranteed obligation 
or legally assuming the guaranteed obligation to 
continue to recognize a liability until legally released 
as an obligor. When a government is released as an 
obligor, the government should recognize revenue 
as a result of being relieved of the obligation. This 
Statement also provides additional guidance for 
intra-entity nonexchange financial guarantees 
involving blended component units. 

This Statement specifies the information 
required to be disclosed by governments that 
extend nonexchange financial guarantees. In addi- 
tion, this Statement requires new information to 
be disclosed by governments that receive nonex- 
change financial guarantees. 

The provisions of this Statement are effective for 
reporting periods beginning after June 15, 2013. 
Earlier application is encouraged. Except for disclo- 
sures related to cumulative amounts paid or received 
in relation to a nonexchange financial guarantee, the 
provisions of this Statement are required to be applied 
retroactively. Disclosures related to cumulative 
amounts paid or received in relation to a nonexchange 
financial guarantee may be applied prospectively. 


How the Changes in This Statement Will 
Improve Financial Reporting 

The requirements of this Statement will enhance 
comparability of financial statements among gov- 
ernments by requiring consistent reporting by those 
governments that extend nonexchange financial 
guarantees and by those governments that receive 
nonexchange financial guarantees. This Statement 
also will enhance the information disclosed about 
a government's obligations and risk exposure from 
extending nonexchange financial guarantees. This 
Statement also will augment the ability of financial 
statement users to assess the probability that gov- 
ernments will repay obligation holders by requir- 
ing disclosures about obligations that are issued 
with this type of financial guarantee. 


Unless otherwise specified, pronouncements of 
the GASB apply to financial reports of all state 
and local governmental entities, including gen- 
eral purpose governments; public benefit cor- 
porations and authorities; public employee 


retirement systems; and public utilities, hos- 
pitals and other healthcare providers, and col- 
leges and universities. Paragraph 4 discusses 
the applicability of this Statement. 
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INTRODUCTION 

1. When a government extends a financial guar- 
antee, it has agreed to indemnify a third party if the 
entity or individual that issued the guaranteed obli- 
gation does not fulfill its requirements under the 
obligation. Some governments guarantee financial 
obligations of other governments, nongovernmen- 
tal entities, or individuals without receiving equal 
or approximately equal value in return—a nonex- 
change transaction. Generally, these types of guar- 
antees are extended by governments as part of their 
mission to assist other governments, nongovern- 
mental entities, or individuals within the govern- 
ment’s jurisdiction. 

2. Similarly, a government may receive a financial 
guarantee for an obligation it has issued without 
providing equal or approximately equal value in 
return. For example, a school district may receive 
a financial guarantee from a state government for 
the district’s debt service payments on construction 
bonds it has issued without providing considera- 
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tion to the state government. 

3. The objective of this Statement is to improve the 
recognition, measurement, and disclosure guidance 
for state and local governments that have extend- 
ed or received financial guarantees that are nonex- 
change transactions. 


STANDARDS OF GOVERNMENTAL 
ACCOUNTING AND FINANCIAL 
REPORTING 


Scope and Applicability of This 
Statement 

4. This Statement establishes accounting and finan- 
cial reporting standards for financial guarantees that 
are nonexchange transactions’ (nonexchange finan- 
cial guarantees) extended or received by a state or 
local government. As used in this Statement, a 
nonexchange financial guarantee is a guarantee of 
an obligation of a legally separate entity or indi- 
vidual, including a blended or discretely present- 
ed component unit, which requires the guarantor 
to indemnify a third-party obligation holder under 
specified conditions. The provisions of this 
Statement should be applied to financial statements 
of all state and local governments. 

5. This Statement does not apply to guarantees relat- 
ed to special assessment debt within the scope of 
Statement No. 6, Accounting and Financial Reporting 
for Special Assessments. 

6. This Statement amends NCGA Statement No. 4, 
Accounting and Financial Reporting Principles for 
Claims and Judgments and Compensated Absences, 
paragraph 9; GASB Statement No. 10, Accounting 
and Financial Reporting for Risk Financing and Related 
Insurance Issues, paragraph 3; GASB Statement No. 
33, Accounting and Financial Reporting for 
Nonexchange Transactions, paragraph 5; and GASB 
Statement No. 62, Codification of Accounting and 
Financial Reporting Guidance Contained in Pre- 
November 30, 1989 FASB and AICPA Pronouncements, 
paragraphs 98, 109, 110, and 124. 


Recognition and Measurement of 
Nonexchange Financial Guarantees 


Governments Extending Nonexchange 
Financial Guarantees 

7. A government that has extended a nonexchange 
financial guarantee should consider qualitative fac- 
tors in assessing the likelihood that the government 
will be required to make a payment in relation to 
the guarantee. Examples of such qualitative factors 
relevant to the entity or individual that has issued 
the guaranteed obligation include, but are not lim- 
ited to, the following: 

a. Initiation of the process of entering into bank- 


1. The scope of this Statement excludes both exchange and ex- 
change-like transactions. The difference between exchange and ex- 
change-like transactions is a matter of degree. In contrast to a “pure” 
exchange transaction, an exchange-like transaction is one in which 
the values exchanged, though related, may not be quite equal or in 
which the direct benefits may not be exclusively for the parties to the 
transaction. Nevertheless, the exchange characteristics of the trans- 
action are strong enough to justify treating the transaction as an ex- 
change for accounting recognition. 
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ruptcy or financial reorganization 
b. Breach ofa debt contract in relation to the guar- 
anteed obligation, such as failure to meet rate 
covenants, failure to meet coverage ratios, or 
default or delinquency in interest or principal 
payments 
c. Indicators of significant financial difficulty, such 
as failure to make payments to paying agents or 
trustees on a timely basis; drawing on a reserve 
fund to make debt service payments; initiation 
of a process to intercept receipts to make debt 
service payments; debt holder concessions; sig- 
nificant investment losses; loss of a major rev- 
enue source; significant increase in noncapital 
disbursements in relation to operating or cur- 
rent revenues; or commencement of financial 
supervision by another government. 
8. Some governments extend similar nonexchange 
financial guarantees to more than one entity or indi- 
vidual. For example, a state government may guar- 
antee debt issued by qualifying school districts within 
the state for construction of capital assets. If a gov- 
ernment extends similar guarantees to a group, the 
government should consider applicable qualitative 
factors and relevant historical data, if any, in assess- 
ing the likelihood that the government will make a 
payment in relation to those guarantees. For exam- 
ple, a government that has historical data on the 
default frequency of a group of guarantees should 
consider those data in relation to its outstanding guar- 
antees in assessing the likelihood that it will be 
required to make a payment on one or more of the 
guarantees within the group. 


Recognition and Measurement in Financial 
Statements Prepared Using the Economic 
Resources Measurement Focus 

9. When qualitative factors and historical data, if 
any, as discussed in paragraphs 7 and 8, indicate 
that it is more likely than not? that a government 
will be required to make a payment related to the 
nonexchange financial guarantees it extended for 
liabilities of other entities or individuals, the gov- 
ernment should recognize a liability and an expense 
in financial statements prepared using the econom- 
ic resources measurement focus. The amount rec- 
ognized should be the discounted present value of 
the best estimate of the future outflows expected 
to be incurred as a result of the guarantee. If there 
is no best estimate of the future outflows expected 
to be incurred but a range of estimated future out- 
flows can be established in which no amount with- 
in that range appears to be a better estimate than 
any other amount, the discounted present value of 
the minimum amount in that range should be rec- 
ognized. Classification of expenses related to nonex- 
change financial guarantees should be determined 
in the same manner as grants or financial assistance 
payments to other entities or individuals. 





2. As used in this Statement, the term more likely than not means a 
likelihood of more than 50 percent. 





Recognition and Measurement in Financial 
Statements Prepared Using the Current 
Financial Resources Measurement Focus 

10. When qualitative factors and historical data, if 
any, as discussed in paragraphs 7 and 8, indicate 
that it is more likely than not that a government 
will be required to make a payment related to the 
nonexchange financial guarantees it extended for 
liabilities of other entities or individuals, the gov- 
ernment should recognize a fund liability and an 
expenditure in financial statements prepared using 
the current financial resources measurement focus, : 
to the extent the liability is normally expected to 
be liquidated with expendable available financial 
resources. Liabilities for nonexchange financial 
guarantees extended are normally expected to be 
liquidated with expendable available financial 
resources when payments are due and payable on 
the guaranteed obligation. Classification of expen- 
ditures related to nonexchange financial guarantees 
should be determined in the same manner as grants 
or financial assistance payments to other entities 
or individuals. 


Governments Issuing a Guaranteed Obligation 
11. Under both the economic resources measure- 
ment focus and the current financial resources 
measurement focus, if a government is required to 
repay a guarantor for nonexchange financial guar- 
antee payments made on the government's obliga- 
tions, the government should reclassify that portion 
of its previously recognized liability for the guaran- 
teed obligation as a liability to the guarantor. The 
government that issued the guaranteed obligation 
should continue to recognize its liability until that 
portion of the liability is legally released, such as 
when a Plan of Adjustment is confirmed by the 
court in the case of bankruptcy. 

12. When a government that has issued an obliga- 
tion that has received a nonexchange financial guar- 
antee is legally released as an obligor from the 
obligation and from any liability to the guarantor, 
the government should recognize revenue to the 
extent of the reduction of its guaranteed liabilities. 


Intra-Entity Nonexchange Financial 
Guarantees Involving Blended Component 
Units 
13. When a government that extends a nonex- 
change financial guarantee recognizes a liability for 
the guarantee in accordance with paragraph 9 or 10, 
the government that issued the guaranteed obliga- 
tion should recognize a receivable equal to the 
amount of the liability recognized by the govern- 
ment that extended the guarantee, only if the gov- 
ermment that issued the guaranteed obligation is one 
of the following: 
a. Ablended component unit of that government 
b. A primary government that includes the gov- 
ernment that extended the guarantee as a blend- 
ed component unit within its reporting entity 
c. Within the same reporting entity and both par- 
ties are blended component units of the same 
primary government. 
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Disclosures 


Governments That Extend Nonexchange 

Financial Guarantees 

14. A government that extends nonexchange finan- 

cial guarantees should disclose the following infor- 

mation, by type of guarantee, for all nonexchange 
financial guarantees, regardless of the likelihood of 

a payment being required: 

a. A description of the nonexchange financial 
guarantee, identifying: 

(1) The legal authority and limits for extend- 
ing the guarantees and types of obligations 
guaranteed 

(2) The relationship of the government to the 

_ issuer or issuers of the obligations that are 
guaranteed 

G) The length of time of the guarantees 

(4) Arrangements for recovering payments from 
the issuer or issuers of the obligations that 
are guaranteed 

b. The total amount of all guarantees extended that 
are outstanding at the reporting date. 

15. A government that recognizes a nonexchange 

financial guarantee liability or has made payments 

during the reporting period on nonexchange finan- 
cial guarantees extended should disclose the follow- 
ing information: 

a. A brief description of the timing of recognition 
and measurement of the liabilities and informa- 
tion about the changes in recognized guaran- 
tee liabilities, including the following: 

(1) Beginning-of-period balances 

(2) Increases, including initial recognition and 
adjustments increasing estimates 

(3) Guarantee payments made and adjustments 
decreasing estimates 

(4) End-of-period balances 

b. Cumulative amounts of indemnification pay- 
ments that have been made on guarantees extend- 
ed that are outstanding at the reporting date 

c. Amounts expected to be recovered from indem- 
nification payments that have been made through 
the reporting date. 


Governments That Issue Guaranteed 

Obligations 

16. A government that has one or more outstanding 

obligations at the reporting date that have been guar- 

anteed by another entity as part of a nonexchange 

transaction should disclose the following information 

about the guarantee(s) by type of guarantee: 

a. The name of the entity providing the guarantee 

b. The amount of the guarantee 

c. The length of time of the guarantee 

d. The amount paid, if any, by the entity extend- 
ing the guarantee on obligations of the govern- 
ment during the current reporting period 

e. The cumulative amount paid by the entity 
extending the guarantee on outstanding obliga- 
tions of the government 

f. Adescription of requirements to repay the enti- 
ty extending the guarantee - 

g. The outstanding amounts, if any, required to be 
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repaid to the entity providing the guarantee. 

17. Ifa government has issued a guaranteed obli- 
gation for which payments have been made during 
the reporting period by the entity that extended the 
guarantee and that guaranteed obligation is no 
longer outstanding at the end of the reporting peri- 
od, regardless of whether the government has any 
other outstanding guaranteed obligations at the end 
of the reporting period, it should disclose: 

a. The amount paid by the entity that extended the 
guarantee on obligations of the government dur- 
ing the current reporting period 

b. The cumulative amount paid by the entity that 
extended the guarantee on outstanding obliga- 
tions of the government 

c. Adescription of requirements to repay the enti- 
ty that extended the guarantee 

d. The outstanding amounts, if any, required to be 
repaid to the entity that provided the guarantee. 


EFFECTIVE DATE AND TRANSITION 

18. The requirements of this Statement are effective 
for financial statements for reporting periods begin- 
ning after June 15, 2013. Earlier application is 
encouraged. In the period this Statement is first 
applied, changes made to comply with this 
Statement should be treated as an adjustment of prior 
periods, and financial statements presented for the 
periods affected should be restated. If restatement of 
the financial statements for all prior periods present- 
ed is not practical, the cumulative effect of applying 
this Statement, if any, should be reported as a restate- 
ment of beginning net position (or fund balance or 
fund net position, as appropriate) for the earliest peri- 
od restated (generally the current period). Also, the 
reason for not restating prior periods presented 
should be explained. In the period this Statement is 
first applied, the financial statements should disclose 
the nature of any restatement and its effect. 

19. The requirements for disclosure of cumulative 
amounts in paragraphs 15, 16, and 17 may be 
applied prospectively. If applied prospectively, the 
disclosure should state the date through which the 
cumulative amounts are determined. 


The provisions of this Statement need 


not be applied to immaterial items. 





This Statement was issued by the affirmative vote of six 
members of the Governmental Accounting Standards 
Board. Ms. Taylor dissented. 
Robert H, Attmore, Chairman 
James E. Brown 
William W. Fish 
Michael H. Granof 
David E. Sundstrom 
Jan I. Sylvis 
Marcia L. Taylor 
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Positions Available 


Staff Auditor (Aurora, CO) Sought by James 
Moore & Associates, P.C. Audit financial statements 
of clients including Homeowners Associations. 
Bachelor’s in Accounting. To apply, email resume to 
hoaauditstaff@gmail.com. 





Senior Accountant (Wilmette, IL) Oversee 
company’s entire financial operations, demonstrating 
compliance of GAAP. Review and refine existing 
Internal Control Systems to maximize profit. 
Supervise accounting work to be prepared by 
accounting staff. Analyze financial information 
of company and give recommendations relative to 
performance evaluation, cost and asset management. 
Lead preparation of Home Health Resources 
Group (HHRG) reports on a monthly basis and 
generate average HHRG to assist the home agency 
in case management. Coordinate preparation of 
A/R schedule and aging of A/R report for patients 
in a home health agency based upon the Medicare 
Prospective Payment Systems. Examine and evaluate 
accuracy of records and adequacy of control to 
prevent mismanagement, fraud and irregularities. 
Prepare company accounts and tax returns for 
audit. Analyze internal process and recommend 
and implement procedural or policy changes to 
improve operations of accounting department. Direct 
preparation of Medicare Cost Reports for clients and 
make sure that accounting procedures are complied 
before submission to Medicare. Required: Master’s 
degree or foreign degree equivalent in Accounting* 
plus at least 6 months experience as Accountant in 
home healthcare agency environment. *Bachelor’s 
degree or foreign degree equivalent in Accounting 
+ 5 years progressive responsible experience 
as Accountant is acceptable in lieu of Master’s 
degree requirement in Accounting. Mail resume to 
Leo Madanguit, CEO, Liberty Consulting & 
Management Services, LLC, 1000 Skokie 
Blvd., Ste. 225, Wilmette, IL 60091. No emails/ 
fax. 





Budget Analyst (NYC) Provide cost analysis and 
budget estimation; identify financial resources and 
perform business forecast in logistics to complete 
budget planning. M.S. in Finance, 6 months 
experience, and Forecast X required. Contact: ViA 
Global Logistics, 150-30 132nd Ave, #206, 
Jamaica, NY 11434 


Senior Manager, Accounting Specialization & 
Credentialing (Durham, NC) Serve as the AICPA 
subject matter expert in area of specialization 
and lead a team in governing and representing the 
discipline, including development of the discipline 
subject matter and practice tools and aids; education; 
advocacy; best practices; alliances; publications; and 
section/credential growth. Monitor the profession 
and respond to market demands to ensure AICPA 
members’ interests are protected through advocacy 
and standards setting for specialty area. Drive new 
member growth and member retention for assigned 
discipline. Please respond via our website at www. 
aicpa.org/careers and post your resume directly 
online with us. 
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Senior Technical Manager, Portfolios (Durham, 
NC) In collaboration with the AICPA’s Member 
Learning & Competency teams, Technical Teams, 
Segment Teams, and CPA2Biz, the Senior Technical 
Manager, Portfolios, drives sustainable revenue 
growth in the products area and enhances member 
value by identifying, validating, and determining the 
market viability and approach of existing and new 
interest areas for AICPA’s product mix including 
Publications, Conferences & Web Events, and 
Continuing Professional Education. The position 
requires a proactive, collaborative, and hands- 
on leader who will oversee and manage multiple 
topical portfolio teams and continually assess 
key interest areas within those topical areas and 
related opportunities for new products as well as 
collaborating with technical teams to transform their 
ideas into new products and grow brand awareness. 
Please respond via our website at www.aicpa.org/ 
careers and post your resume directly online with us. 





Internal Auditor (Durham, NC) The Internal 
Auditor performs professional internal auditing work. 
Work involves conducting operational, financial, 
compliance, and technology audit projects; providing 
consulting services to the organization’s management 
and staff; and providing input to development of the 
annual internal audit plan. Maintains all organizational 
and professional ethical standards and completes 
all internal audit work in compliance with The 
IIA’s International Standards. Works under limited 
supervision with moderate latitude for initiative 
and independent judgment. Please respond via our 
website at www.aicpa.org/careers and post your 
resume directly online with us. 
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the dots between marketing and sales, measure 
results, and much more. Includes best practices, 
case studies, and strategies to develop well-designed 
processes, systems, and tools. (www.cpa2biz. 
com, Product #090491) 


AICPA eBooks The AICPA now offers over 80 
titles (and counting) for your laptop, iPad, iPod 
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eBooks. 
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career: Rick Telberg’s CPA Trendlines. Free trial at: 
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I’ve served on many accounting boards and committees. The 
experience has been great. I've made so many friends, and I feel 
like I've made at least some difference in our profession as a con- 
sequence. In addition to teaching at Cal State, Long Beach, I 
teach accounting to judges, investment managers, and bankers. 
Part of my career has been explaining how to read financial state- 
ments—what people can learn from them and what they can't. 


| served on the AICPA Accounting Standards Executive 
Committee (AcSEC) [now called the Financial Reporting 
Executive Committee]. We wrote accounting standards that 
were a part of GAAP. That was really cool. I was appointed to the 
committee in 1990. There’s 
only one academic on the com- 
mittee, so I was very pleased to 
be selected. 


l’ve been teaching at Long 
Beach since 1989. | love it 
there, love the students. We 
have so many first-generation 
college students. My dad was 
a gardener, and nobody in my 
family had gone to college, so I 
love talking to these kids who 
come from similar backgrounds 
to mine. My dad was an immi- 
grant from Canada. 


I’m a minority owner of The 

Comedy & Magic Club. My brother, Mike, runs it and is the 
majority owner. Robin Williams helped design the club. One 
thing he suggested was having a green room, where comedians 
can hang out instead of having to sit at the bar with the patrons. 
It's kind of helped create this family atmosphere. The idea of 
camaraderie is encouraged. 


My brother had the idea to open the club. He used to go to The 
Comedy Store in Los Angeles. He asked a friend to go, and the 
friend said, “It’s too far to drive.” He wanted something closer. 
About that time, there was a strike going on at The Comedy Store 
and The Improv because they weren't paying the comedians. My 
brother thought if the comedians were paid, maybe they’d make 
the 20-mile drive to Hermosa Beach. He talked to the comedians 
and they said, “Sure.” 


We sat down with a calculator and a piece of paper. I knocked 





John Lacey, CPA, Ph.D. 
Professor, California State University, Long Beach 
Long Beach, Calif. 


out the numbers, and it looked like it would work. We asked 
questions. What could we charge as admission? What’s the rent? 
How many can we seat? Can we get a liquor license? How much 


can we charge for a drink? Back then, we didn’t have a kitchen. 


We just served beer and wine because that was what we could 
afford. We had Dave Letterman or Jay Leno playing to 30 people. 
The first couple of years it struggled, but then it really picked up. 
It’s been in business almost 35 years, so it worked. 


I’ve enjoyed getting to know the comedians. Jay Leno and I 
have been friends for 35 years. He’s been wonderful to my fami- 
ly. | owned a Lamborghini Miura, which is a cool Italian sports 
car. When our first daughter 
was born, my wife said, “The 
car seat doesn’t fit in this car,” 
and I said, “So.” I ended up 
selling it to Jay, and he started 
playing our comedy club more 
often to pay it off. He still has 
that car, and he still plays on 
Sunday nights and tries out 
material for The Tonight Show at 
our club. 


| have an obsession with cars. 
I'm not sure how it started, but 
I've loved them since I was 
about 3 years old. I've owned 
many stupid cars. I have a 
Jaguar XK-E roadster, a BMW 
M5, a Lotus Elan roadster, and a Lotus Turbo Esprit. 


When | was teaching at the University of Southern 
California, we had donor dinners. Accountants would speak 
after dinner, and people would be falling asleep in their 
dessert. About 25 years ago, I said to the dean, “Why don’t you 
let me have a comedian come speak?” He said, “No, we need 
something professional.” I said 1 would write a speech about 
accounting in the 21st century, and the comedian could read 
some of the speech and do some comedy. Then it would have 
a professional component. So the dean said, “OK.” The come- 
dian read some of the speech, told some jokes, and read some 
of the speech. The funny thing is some people never got it, that 
it was a comedian. The funnier thing is the comedian I got to 
do that was Jerry Seinfeld. 
—As told to Neil Amato, Pie casei 
a JofA senior editor 
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